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EXECUTIVE SUMMARY - SURREBUTTAL 

The Residential Utility Consumer Office (“RUCO) has reviewed the rebuttal 
testimony of EPCOR Water Arizona Inc. (“EWAZ”) , and Global Water 
Resources Inc. (“Global”). I will address the Companies rebuttal issues 
relating to the acquisition premium. 

RUCO continues to recommend that the Commission deny EWAZ’s 
acquisition premium. 

Mr. Ralph Smith will address issues related to IRS normalization rules, and 
offers the three alternatives to the Commission: 

(1) accept the requirement to establish the Regulatory Liability or alternative 
ratepayer protections as one of the conditions that are being required to 
obtain approval of the change-of-control transaction, or (2) withdraw the 
proposed transaction and re-submit it with a structure that does not involve 
extinguishment of existing utility ADIT, or (3) have the proposed transaction 
rejected since a significant source of ratepayer harm (increased rate base 
cause by the transaction and how it is structured) has not been remedied 
sufficiently for the transaction to be in the public interest. 
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I. 
Q. 
4. 

Q. 
4. 

Q. 
4. 

a. 
4. 

3. 

4. 

I NTRO D U CTlO N 
Please state your name for the record. 

My name is Jeffrey M. Michlik. 

Have you previously filed testimony regarding this docket? 

Yes, I have. I filed direct testimony in this docket on January 23, 2015. 

What is the purpose of your surrebuttal testimony? 

My surrebuttal testimony will address the Companies rebuttal positions, 

both Global Water (“Global”) and EPCOR Water Arizona, Inc’s (“EWAZ) 

proposals and comments pertaining to the acquisition premium. In addition, 

the testimony of Mr. Ralph Smith will address what has been done in other 

jurisdictions and what should be done in this case to make the ratepayer 

whole. 

How is your surrebuttal testimony organized? 

My surrebuttal testimony is presented in two sections. Section I provides 

an introduction and Section II addresses rebuttal testimony from the 

Companies witnesses. 

Are there any corrections you would like to make at this time? 

Yes. Previously in direct testimony, I stated Global was a Arizona “C” 

Corporation. This is incorrect Global is a “Public Utility Holding Company” 

as defined in A.A.C. R14-2-801.4. 
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I I .  REBUTTAL POSTIONS OF GLOBAL AND EWAZ 

The accumulated deferred income tax (“ADIT”) balance that benefits 

ratepayers aoes away under the Companies’ proposal is bad public policy, 

unfair to the ratepayer and not in the public interest 

Q. 

A. 

Have the Companies, both Global and EWAZ in this case rejected both 

Staffs and RUCO attempts to make ratepayers whole in this 

transaction through a regulatory liability account to account for the 

loss of ADIT benefit to ratepayers? 

Yes. 

Ron Fleming on page 16, line 8 of his rebuttal testimony states ‘Staff’s and 

RUCO’s proposed “regulatory liability” for ADIT should be formally rejected. 

It creates a strong disincentive for future consolidation.” 

Paul Walker on page 5, line 5 states “Basically, if this proposal is adopted, 

the Commission will be sending a strong message for both potential buyers 

of water utilities (including troubled water utilities), and sellers of water 

utilities, and that message will be “don’t buy any utilities” or “don’t sell 

your water utility”. That is not the message the Commission should send.” 

Sarah Mahler on page I O ,  line 18 states “Staff is imputing the value of ADIT 

and reclassifying the ADIT balance as a regulatory liability. If approved this 

action sets in place a policy which will have a negative impact on the 

consolidation of small water systems in the State of Arizona, because it may 

make it more difficult to reach a satisfactory purchase price.” 

2 
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Q. 

A. 

Q. 

A. 

Q. 

Does the intentional disregard of ratepayers’ interest from the 

Companies surprise you? 

No, not really, the bottom line is the way the accounting transaction is 

structured; ratepayers will lose the benefit of $260,224. If the 

Commissioners’ decision is to make ratepayers whole, from the Companies’ 

perspective it’s clear that it is bad public policy. Furthermore, during the 

course of rate cases, one sided adjusters seem to be the norm that only 

work to the favor of companies and to the detriment of ratepayers, which 

from the Companies perspective seems to always be good public policy. 

Please respond to Mr. Walkers comment on page 3, line 26. “In my 

experience, “pretending” and “accounting’’ are not things that go well 

together. Ratemaking should reflect economic realities, and the reality 

is that these taxes will no longer be deferred.” 

RUCO finds this comment amusing, in light of Mr. Walkers support of 

Commission’s policy regarding income taxes for pass-through entities. (see 

Attachment A). It‘s hard to believe this is an oversite on Mr. Walker’s part 

- rather RUCO believes that what Mr. Walker really means is that 

“pretending” and “accounting” are not things that go well together when they 

benefit the ratepayer. 

Has the Commission adhered to or followed the IRS code and GAAP 

(which is covered in Accounting Standards Codification (“ASC”) 740 

Income Taxes) in the past? 

3 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Direct Testimony of Jeffrey M. Michlik 
EPCOR Water Arizona, Inc. and Willow Valley Water Company, Inc. 
Docket Nos. W-01732A-15-0131 and W-01303A-15-0131 

A. 

Q. 

A. 

No. In fact, in the case of Limited Liability Corporations (“LLC’s”) and 

Subchapter S Corporations (“Sub S”) the Commission has created its own 

tax methodology for ratemaking purposes, which Mr. Walker agrees with 

since it works to the benefit of the Company and to the detriment of 

ratepayers. 

Please elaborate? 

Under the Commission’s Income Tax Policy (see Attachment B, followed by 

RUCO’s comments) the ratepayers now have to pay the utility owners 

personal tax liability under pass through corporate organization (Chapter S 

and Limited Liability Corporation). The Commission’s tax policy provides for 

what a federal court and others have called a “phantom tax”. It is a 

phantom tax or pretend tax because these utilities do not pay income tax - 

period. Thus, the Commission can, and has, created its own tax policy and 

is not bound by GAAP. 

Furthermore, and equally egregious, the Commission’s policy does not 

require the shareholders to submit their actual income tax statements 

guaranteeing that the amount that is imputed is not the actual tax paid by 

the shareholders -the only thing that is not “pretend” when it comes to the 

Commission’s income tax policy is the unfortunate fact that the Commission 

has this policy. In the real world of public accounting, if you do not supply 

information to the auditor to verify, it would be a scope violation, which 

would result in a qualified opinion by the auditor. 

4 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Direct Testimony of Jeffrey M. Michlik 
EPCOR Water Arizona, Inc. and Willow Valley Water Company, Inc. 
Docket Nos. W-01732A-15-0131 and W-01303A-15-0131 

Q. 

A. 

Q. 

4. 

Why are we even talking about ADIT, as most small water companies 

in Arizona are independently owned and operated (D&E size 

companies) that don’t have ADIT balances? 

Most small water utility companies that I have worked on in the past do not 

have ADIT balances. However, occasionally you will find small water utilities 

organized as an Arizona C corporation, as in this case. 

Why is that? 

Most small water utilities in Arizona, are usually very small (mom and pop) 

operations. They are in the land or home development business, and 

operating a water system is more of a side thought. Large companies that 

do business in Arizona, such as Global, EPCOR, Liberty Utilities, and 

Arizona Water Company are in the business of providing water services to 

customers in multiple systems or districts across Arizona, and as a result 

have ADIT balances. 

Willow Valley is already consolidated to the extent Global’s management 

team Provides resources and capital to the system 

Q. 

4. 

Has Willow Valley Water system already been consolidated? 

Yes. In 2006 when Global purchased the West Maricopa Combine, as 

explained in Mr. Fleming’s rebuttal testimony on page 6, line 16, and Willow 

Valley was one of the systems acquired in that purchase. Therefore, the 

Company, after that point, was receiving shared services from Global. 
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Q. 

A. 

Please, respond to Mr. Walkers comment on page I O ,  line 3 of his 

rebuttal testimony “ I  am shocked that Mr. Michlik referred to the 

proposed policy favorably. Frankly, the I999 Water Task Force was a 

disaster as a policy initiative.” 

First, I do not recall referring to the policy favorably. I was just stating the 

facts. Second, I assume Mr. Walker, must be equally as shocked that 

Chairman Susan Bitter Smith, cited the 1999 Water Task Force in her 201 4 

power point presentation “Acquisitions and Consolidations in Arizona’s 

Water and Wastewater Industry” (see Attachment C for a copy of this 

presentation).” 

Further, the goals as outlined in Chairman Bitter Smith’s presentation 

highlighted the following goals from the 1999 Water Task Force: 

0 Reduce the number of small, non-viable water systems through new rules 

and procedures. 

0 Many of Arizona’s water companies are quite small; the majority of them 

have less than $250,000 in annual revenues.. . Because of their small base 

of customers, even quality managers of small companies may find it difficult 

to raise sufficient revenues to make needed capital investments. 

RUCO agrees with these points. However, this is not the case here. Willow 

Valley is not a non-viable water system nor does it find itself having difficulty 

raising capital investments. 
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Commission Decisions and Policy dictate clear, quantifiable and substantial 

benefits realized by ratepayers that are unlikely to be realized if the 

transaction occurs as proposed 

Q. 

A. 

Q. 

4. 

Mr. Walker’s comments on page 12, line 1, of his rebuttal testimony 

suggests that a benefit as a result of this transaction is ccboots on the 

ground?” 

Yes, but he fails to quantify the additional costs associated with this benefit. 

With the absence of a meaningful cost benefit analysis on the additional 

costs associated with the boots on the ground, his benefit is just 

conjecture. 

And hasn’t that been the standard used in the past by the 

Commission? 

Yes. In Decision No. 63584 (dated April 24, 2001)’, the Commission on 

page 11 line 22, stated the following: 

“Arizona-American is cautioned that the Commission will require Arizona- 

American to demonstrate that clear, quantifiable and substantial net 

benefits to ratepayers have resulted from the acquisition of Citizens’ 

systems that would not have been realized had the transaction not occurred 

before the Commission will consider recovery of any acquisition adjustment 

in a future rate proceeding.” 

7 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Direct Testimony of Jeffrey M. Michlik 
EPCOR Water Arizona, Inc. and Willow Valley Water Company, Inc. 
Docket Nos. W-01732A-15-0131 and W-01303A-15-0131 

Q. In fact, was EWAZ given the opportunity to demonstrate that clear, 

quantifiable and substantial net benefits to ratepayers would result in 

this case? 

Yes. In Staff data request 1.8. 9. 

EWAZ responded “The benefits are by their nature not quantifiable, and 

therefore no schedules quantifying the benefits are provided.” 

ADIT balances have been considered before regarding the purchase of 

assets and dealt with in an equitable way for ratepayers 

Q. 

4. 

Please respond to Mr. Walker’s comment on page 4, line 22, “What 

Staff and RUCO are proposing is unprecedented -they are proposing 

to take a tax-related liability from one company and assign it to 

another company as a condition of acquisition. Do you agree with this 

statement? 

No. In Decision No. 63584, which was a purchase of assets, on page 11, 

line 3 the Decision stated the following: 

“RUCO also expressed concern regarding the impact of the transaction on 

Citizens’ accumulated deferred income taxes (“ADITS”), which totaled 

approximately $5.2 million as of December 31, 1999, and Citizens’ 

investment tax credits (“ITCs”), which totaled approximately 52.2 million as 

of the same date. Under the Agreement, any decision on the treatment of 

ADITS and ITCs will be deferred until Arizona-American seeks new rates in 

a future proceeding.” 
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Q. 

A. 

Q. 

A. 

Was the same standard cited in Decision No. 67093 (dated June 30, 

2004)2? 

Yes, on page 6, line 19, the standard was reaffirmed. 

What about the ADIT issue, was it also cited in this Decision? 

Yes, on line page 7, line 1 the following was stated: 

“In this proceeding, the Company has not attempted to prove the net 

benefits as required by Decision No. 63584; is not requesting recovery of 

its recorded acquisition adjustment; and states that it has not included an 

acquisition adjustment in its RCND rate base computation (Exh. A-74 at 10- 

1 1 ). Staff testified that if in the future Arizona-American requests recognition 

of an acquisition adjustment, the effect of lost accumulated deferred income 

credits of $4.6 million and investment tax credits of $1.9 million must be 

accounted for in the calculation of “net benefits” as required by Decision No. 

63584, because the effect of the elimination if these items in the transfer of 

assets from Arizona-American to Citizens was an increase to rate base 

(Exh. S-47 at 20-21).” 

The Commission stated in this case it was premature to consider this issue 

until an acquisition premium is recognized. However, the facts are 

unchanged at least from Staffs view that the ADIT and ITC credits must be 

accounted for in the calculation of “net benefits’’ as required by Decision No. 

63584. 

Docket No. WS-01303A-02-0867 ET AL. Involving Arizona-American’s general rate case. 
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It‘s clear the Commission recognized that the two issues are intertwined just 

as they are now. 

Including ratepayers interest in a Commission decision is not 

unprecedented. But for the sake of argument, would the fact that there is no 

precedent be justification for a position that is so clearly inequitable to the 

ratepayer in this case? The standard is the “public interest” and precedent 

while a factor is far from the overriding concern where such inequities exist 

- besides, as just explained the precedent works against Mr. Walker‘s 

position. 

Q. 

4. 

On page 5, line 26, of Mr. Walker’s rebuttal testimony he starts a 

discussion about ADIT and possible Internal Revenue Service (“IRS”) 

Code violations. Please comment. 

Mr. Ralph Smith will address issues related to IRS normalization rules, and 

offers the three alternatives to the Commission: 

(1 ) accept the requirement to establish the Regulatory Liability or alternative 

ratepayer protections as one of the conditions that are being required to 

obtain approval of the change-of-control transaction, or (2) withdraw the 

proposed transaction and re-submit it with a structure that does not involve 

extinguishment of existing utility ADIT, or (3) have the proposed transaction 

rejected since a significant source of ratepayer harm (increased rate base 

cause by the transaction and how it is structured) has not been remedied 

sufficiently for the transaction to be in the public interest. I would note 

however, that Mr. Walker supports his conclusion with a document from the 
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Public Service Commission of the State of Nebraska with no docket number 

or Decision No. associated with it (see Attachment-Walker-I ). 

Q. 

9. 

Q. 

A. 

RUCO has received data requests from Global on whether the 

Commission policies RUCO cited in its direct testimony were acted 

on, how do you respond (see Attachment D)? 

It is really a question of which came first, the chicken or the egg. Obviously 

the same wording appears in Staffs report (dated March 19,2012), already 

included in Attachment C of my direct testimony reproduced again below: 

“Staff concludes that the granting of acquisition premiums should be 

withheld at the time the proposed salehansfer is being considered and that 

authority should be granted to allow potential recovery upon the acquiring 

utility meeting specified conditions such as I)  demonstrating clear, 

quantifiable and substantial benefits realized by ratepayers that are 

unlikely to have been realized had the transaction not occurred; 2) 

balancing the value of the realized benefits against the rate impact; and 3) 

granting any recovery of an acquisition premium over an extended time and 

requiring continued recovery to be re-justified in subsequent rate 

proceedings to encourage continuous delivery of improved, quality service.” 

So the language that was included in the 2009 Staff reported was 

already acted upon by the Commission in Decision No. 63584? 

Yes. 
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Q. 

A. 

In addition, please comment on page 3 line 8 of EWAZ’s witness Sarah 

Mahler’s testimony that “RUCO references a memorandum from the 

Utilities Division dated June 29, 2001, which was not adopted by the 

Commission, which details a proposed policy for Class D and E water 

system acquisitions . ” 
This is incorrect, I have included a copy of Decision No. 62993 (see 

Attachment E) the Commission approved - Staffs six conditions as they 

relate to acquisition adjustments. The policy elaborated on how to 

implement the six general conditions, which were approved by the 

Commission Decision. 

Further the Decision also states the acquisition incentive may be granted in 

one of two ways: ( I )  recovery of an amount paid in excess of the book value 

of the acquired company’s assets (acquisition adjustment), or (2) a rate of 

return premium, but not both. What EWAZ is proposing has nof been 

acted on or adopfed by the Commission. 

Further, many of the policies discussed in Decision No. 62993, many of 

which were developed by the Water Task force and then went on to become 

Commission Policy - for example, tiered rates. In fact, Global has utilized 

tiered rates in its rate design, and in some instances have five tiered rates 

coupled with incentives. Therefore, I disagree with Mr. Walker’s statement 

that the Water Task force was a waste of time and Ms. Mahler’s statement 

that the Commission has not adopted this. 

12 
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Companies’ proposals have nothinsr to do with the Commission’s policv of 

tryina to consolidate small independently operated non-viable water 

svstems 

Q. 

A. 

Q. 

A. 

Q. 

Does this transaction have anything to do with addressing the 

Commission’s policy of trying to consolidate small independently 

operated non-viable water systems, in which there could be benefits 

realized through consolidation? 

No. What the Commission will be deciding is whether large size companies 

in Arizona can flip some of their consolidated systems between themselves, 

and ask ratepayers to pay for a name change to the detriment of ratepayers. 

If this current case is successful it will encourage more large size water 

utility companies in Arizona to flip their systems between one another. As 

Mr. Sabo sated in his November 5, 2015 pleading - “This case concerns the 

transfer of the Willow Valley service area from one well-qualified company 

to another well-qualified company.” 

Mr. Walker on page I O ,  line 17, claims you are biased, how do you 

respond? 

Even though RUCO, still does not support the white paper, I have provided 

a copy of the whole white paper (see Attachment F). I am no more biased 

about ratepayers that RUCO represents than he is about his clients position. 

Please comment on Mr. Walker’s statement that RUCO backed out of 

the white paper, on page 10, line 13 of his rebuttal testimony. 
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A. Yes, that is correct, for the reasons that are really not relevant here since 

this case has nothing to do with the Commissions policy of the consolidation 

of small independently non-viable water companies. 

No traditional Net Present Value (“NPV”) calculation was completed to justifv 

the transaction 

Q. 

A. 

You stated on page 10 of your direct testimony that you were waiting 

on a response from the Company on whether they had conducted a 

NPV analysis or not, have you received additional information? 

Yes, in RUCO 5.01 (see attachment G), the Company stated: 

“The agreed purchase price was the result of arms-length negotiations and 

not a result of a financial model. Moreover, EWAZs NPV analysis has no 

relevance on whether or not the proposed acquisition is in the public interest 

as EWAZ has committed to abide by the rates established by the 

Commission in Willow Valley’s most recent rate case. EWAZ further objects 

to DR RUCO 5.01(a) to the extent that the information requested is highly 

confidential business information or trade secrets. Disclosure of the 

information requested by RUCO, even pursuant to a protective agreement, 

would adversely impact EWAZ‘s future operations and the Commission’s 

stated policy of encouraging the consolidation of private utilities.” 

Based on the answer, it’s more likely than not that a NPV analysis was not 

prepared, or at least the way it is traditionally completed to support an 

acquisition. No traditional NPV was prepared to justify the transaction that 

RUCO has seen or that was submitted as part of the application. 
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RUCO further disagrees with the Company that an NPV anlysis is not in the 

public interest. 

Recognizing an ADIT balance between one well-qualified company to 

another well-qualified company will encourage the buyer to negotiate a 

better deal for ratepayers 

Q. If the selling Company knows that the Commission will recognize 

ratepayer benefits in a sale of assets transaction, will this put the 

prospective buyer in a better position? 

Yes. If ratepayer benefits are considered in the sales transaction this will 

lower the purchase price, and provide the purchaser/buyer with an incentive 

to consolidate non-viable water systems. Furthermore, acquisition 

premiums, if not crafted correctly such as the case here, will provide a 

further lack of incentive by the seller and buyer to negotiate the best deal 

for ratepayers. 

A. 

Prudency issues 

Q. 

A. 

Q. 

A. 

Q. 

Has RUCO already addressed its prudency issues in its direct 

test i m o n y ? 

Yes. 

Do you have anything else to add? 

Yes. 

Has the Commission addressed the prudency issue with EWAZ before 

in a recent filing? 
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A. 

Q. 

A. 

Yes. In Decision No. 741 74 (dated October 25, 201 3)3, the Commission on 

page 4 line 17, stated the following: 

“Staff is recommending approval of the joint Application for the transfer of 

NMVC’s assets and Certificate to EPCOR, but is recommending the denial 

of the request that NMVC’s rate base as of December 31, 2012, be 

determined to be $2,137,020, and that any determination for the recovery 

of an additional 10 percent of rate base payment or any other payment is 

premature and is better determined in the context of a general rate case.” 

“We agree with Staff that it would be inappropriate to make a rate base 

determination in this proceeding.” 

Is this EWAZ’s attempt to get around the prudency issue surrounding 

the rate base determination, by claiming that the Company is not 

requesting that the acquisition premium be included in rate base (see 

testimony of Company witness Sarah Mahler, page 6 line 8)? 

That is debatable. What is not, is that this is the first time RUCO is aware of 

an acquisition adjustment not being included in rate base. The fact remains 

the same, the Company is asking for a predetermination by the Commission 

to build plant outside a rate case, and recover it through a surcharge before 

the issue can be vetted in a rate case. 

’ Docket Nos. W-022.5914-13-0138 and W-01303A-13-0138. Involving the sale of assets and transfer of a 
Zertificate of Convenience and Necessity to EPCOR from North Mohave Valley Corporation. 
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a. 
9. 

Again as mentioned in my Direct Testimony, th,; creates a dangerous 

precedent of the Commission making prudency determinations outside of a 

rate case. 

Please recap your surrebuttal findings: 

RUCO’s findings are as follows: 

a. The ADIT balance that benefits ratepayers goes away under the 

Companies’ proposal is bad public policy, unfair to the ratepayer and 

not in the public interest. 

b. Willow Valley is already consolidated to the extent Global’s 

management team provides resources and capital to the system 

c. Commission Decisions and Policy dictate clear, quantifiable and 

substantial benefits realized by ratepayers that are unlikely to be 

realized if the transaction occurs as proposed 

d. ADIT balances have been considered by the Commission before 

regarding the purchase of assets and dealt with in an equitable way 

for ratepayers 

e. Companies’ proposals have nothing to do with the Commissions 

policy of trying to consolidate small independently operated non- 

viable water systems 

f. No traditional Net Present Value (“NPV’) calculation was completed 

to justify the transaction. 

g. Recognizing an ADIT balance between one well-qualified company to 

another well-qualified company will encourage the buyer to negotiate 

a better deal for ratepayers 

h. Prudency Issues 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Based on these findings what is RUCO’s recommendation? 

RUCO continues to recommend that the Commission deny EWAZ‘s 

acquisition premium. 

Does your silence on ny of the issues, matters or findings addressed 

in the testimony of any of the witnesses for the Company constitute 

your acceptance of their positions on such issues, matters or 

findings? 

No. RUCO limited its discussion to the specific issues outlined above. 

RUCO’s lack of response to any issue in this proceeding should not be 

construed as agreement with the Company’s position in its rebuttal 

testimony; rather, where there is no response, RUCO relies on its original 

direct testimony. 

Does this conclude your rebuttal testimony? 

Yes. 
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APS isn't 1st utility to delve into elections 
Ryan Randazzo, The Republic I azcentral.com 11:13 a.m. MSTJune 30.2014 

Candidates running for the Arizona Corporation Commission have been debating whether it is appropriate for 
Arizona Public Service Co., a company regulated by the commission, to get involved in the elections. 

They argue that although legal, it is inappropriate for a utility to spend money and help select those who will set 
the company's prices for power. 

The debate so far has overlooked the fact that small water utilities helped elect three of the sitting regulators. 

(Photo: azcentral) 
In 2012, a water-company lobbyist named Paul Walker contributed money to the benefit of three Republicans 
who were elected to the Arizona Corporation Commission. 

Walker chaired a group called "Arizonans for Responsible Water Policy" that spent $9,000 during the 201 2 election cycle on telemarketing campaigns to 
benefit Bob Stump, Susan Bitter Smith and Bob Burns, according to filings with the Arizona secretary of state. 

: Candidates for CorDoration Commission differ on CorDorate S U D D O ~ ~  ~/story/monev/business/2014/06/30/candidates-for-cor~orat~on-commission-d~ffer- 
on-coroorate-su~DorU11781315/) 

: Candidates suspect APS influencina Corn. Comm. race ~lstorv/monev/business/2014/06/19/candidates-susDect-aDs-inf~uencina-corD-comm- 
race/lO886483/) 

Since then, his group has successfully fought for rate hikes that will have utility customers paying the income taxes of some water companies' owners, 
and also paying nearly automatic rate increases without the companies having to endure a lengthy rate hearing. 

Walker represents Arizona Water Co., Liberty Water and Global Water. It has previously counted Pivotal Utilities as a member, he said. 

Walker said utilities contributing to the political campaigns of those that will set rates for them should not be controversial so long as the motives are pure. 

"I think the question is why - why are (utilities) supporting certain candidates in the race," he said. 

"I think we need to make a decision what is best for Arizona. We are not out electing people who will provide us abnormal returns, " Walker said. 

He said his clients wanted to help defeat Democrats Paul Newman and Sandra Kennedy because as commissioners, they made "reckless" decisions that 
were bad for the companies and bad for the state. 

One of those decisions was opposing a water utility that wanted to spend $300,000 to recharge an aquifer, which is required by state law, Walker said. 

"Those decisions are bad for Arizona," he said. 

The rate hikes Walker's group has helped pass are controversial. 

Last year, the commissioners voted 4-1 to allow the owners of small water companies organized as S corporations to charge their customers for the 
income-tax expense they incur through the company. 

Commissioner Brenda Burns opposed the measure. 

About 40 AARP members held a protest at the commission in March during a hearing for Pima Utility Co., which was the first to take advantage of the 
change. 

Pima is primarily owned by developer Ed Robson's family trust, which will shift its tax liability to utility customers. 

Pima is not one of Walker's clients, he said, and none of his clients benefits from the income-tax change. But Walker's group pushed for the increase 
because he said it helps several other small water companies improve their operations. 

http://azcentral.com


"While some argue that anything that raises rates is bad for customers, that view does not reflect the reality of the economic and environmental 
intersection that exists in reality," he said in a letter to then-Commissioner Kennedy in 2012, shortly before his group spent the money to help defeat her 
and the other Democrats in the election. 

Walker's group also pushed for a form of nearly automatic rate hikes that small water companies can enact without going through a lengthy rate hearing 
at the commission. 

That policy is controversial enough that the state consumer advocate, the Residential Utility Consumer Office, has taken the case to the Arizona Court of 
Appeals regarding how it was implemented. 

Walker said his group supports the increases because they allow water companies to gradually increase rates annually, rather than file large rate 
increases every few years, and he said consumers prefer such gradualism. 

"People don't want to see their budget change dramatically every four or five years," he said. 

He said RUCO officials understand the perspective and differ with Walker's group only regarding whether the regulators have the authority to allow such 
gradual increases. 

Walker said the water companies he represents have not decided whether they will support any of the candidates for the commission this year. 

Read or Share this story: http://azc.cc/l IsJtvT 
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BEFORE THE ARIZONA CORPORATION COMMIYSIUN 

COMMISSIONERS Arizona Corporatjon Commission 

BOB STUMP - Chairman 
DOCKETED 

FEB 2 2 2013 GARY PIERCE 
BRENDA BURNS 
BOB BURNS 
SUSAN BITTER SMITH 

IN THE MATTER OF THE COMMISSION’S I 
GENERIC EVALUATION OF THE 

Docket No. W-OOOOOC-06-0149 

REGULATORY IMPACTS FROM THE USE 

ARRANGEMENTS BY WATER UTILITIES DECISION NO. 73739 
AND THEIR AFFILIATES. 

OF NON-TRADITIONAL FINANCING 

Open Meeting 
February 12,2013 
Phoenix, Arizona 

BY THE COMMISSION: 

FINDINGS OF FACT 

1. On June 15, 2012, a draft policy statement (“Policy Statement”) regarding the 

treatment of income tax expense for tax-pass through entities was filed in this docket for the 

Commission’s consideration. 

2. Comments were filed by various interested parties. The Commission’s Utilities 

Division Staff (“Staff’) docketed a Staff Report on June 27, 2012 providing Staff‘s analysis and 

recommendations for Commission consideration. 

3. A revised draft policy statement (“Revised Policy Statement”) was docketed on 

February 1 1 , 20 13 and is attached as Attachment 1. 

4. During the Commission Open Meeting held on February 12, 2013, the Commission 

considered the Revised Policy Statement, the Staff Report, and the filed and oral comments provided 

by interested parties. After deliberation, the Commission voted to adopt the Revised Policy 

Statement. 

e . .  
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CONCLUSIONS OF LAW 

1. The Arizona Corporation Commission is a constitutionally created agency with 

iuthority to promulgate orders, rules, and regulations regarding the methodology of establishing the 

*ates charged by public service corporations pursuant to Article XV of the Arizona Constitution and 

4.R.S. Title 40. 

2. It is in the public interest to adopt the attached Revised Policy Statement to guide the 

-atemaking treatment of income taxes for tax pass-through public service corporations. 

ORDER 

IT IS THEREFORE ORDERED that the revised policy statement regarding the ratemaking 

reatment of income tax expense for tax pass-through entities is hereby adopted. 

IT IS FURTHER ORDERED that this decision shall become effective immediately. 

BY ORlDER OF THE ARIZONA CORPORATION COMMISSION 

-...---.-.- - 
ZOMMISSIONER 

gxecpfhe DirecbQr \ 
W u 

DISSENT: --b+-&d-- 

DISSENT: 
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Policy Statement on Income Tax Expense for Tax Pass-Through Entities 

Revised 2/8/13 

In several recent rate cases,' the Arizona Corporation Commission ("Commission") has been asked to 
impute income tax expense in the cost of service of so-called tax pass-through entities such as limited 
liability companies, Subchapter S corporations and partnerships. In each of these proceedings, the 
applicants presented testimony and evidence to the Commission supporting their request for including 
income tax expense. On the basis of this testimony and evidence, some commissioners expressed interest 
in reconsidering the income tax issue. h a Staff Meeting held January 12, 2011, the commissioners 
directed Utilities Division Staff to examine the merits of allowing income tax expense for tax pass- 
through entities in the generic docket captioned In the Matter of the Commission's Generic Evaluation of 
the Regulatory Impacts from the Use of Non-traditional Financing Arrangements by Water Utilities and 
their Af?iliates.2 A workshop was subsequently publicly noticed by Utilities Division Staff and held on 
March 25, 201 1. Various participants in the generic docket made presentations, which were filed with 
Docket Control, addressing the arguments for and against including income tax expense in the cost of 
service of tax pass-through entities. 

Because some commissioners were interested in reconsidering the question of imputed income tax 
expense, in early 201 1 the Commission began to include an ordering paragraph in its rate case decisions 
for tax pass-through entities which recognized the possibility that the Commission might change its 
practice on the issue, and which specified a process for an affected utility to obtain a prospective increase 
in its revenue requirement through the filing of a petition under A.R.S. $ 40-252 in the event the 
Commission did change its policy on imputed income tax expense. For example, the Commission 
included the following language in Decision 72177 (February 11, 201 1) from the last Sahuarita Water 
Company rate case: 

IT IS FURTHER ORDERED that in the event the Commission alters its policy to allow 
S-corporation and LLC entities to impute a hypothetical income tax expense for 
ratemaking purposes, Sahuarita Water Company, LLC may file a motion to amend this 
Order prospectively, and Sahuarita Water Company, LLC's authorized revenue 
requirement hereunder, pursuant to A.R.S. $40-252, to reflect the change in Commission 
policy. 3 

1 

Sunrise Water Co. (Docket No. W-02069A-08-0406), Farmers Water Co. (Docket No. W-01654A-08- 
0502), Johnson Utilities, LLC (Docket No. WS-02987A-08-0 180), Sahuarita Water Company, LLC 
(Docket No. W-037 18A-09-0359), and Pima Utility Company (Docket Nos. W-02199A-11-0329 and W- 

' Docket W-OOOOOC-06-0 149. 
02199A-11-0330). 

Decision 721 77 at 45-46. 
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There are a number of states which allow income tax expense in the cost of service for tax pass-through 
entities. For example, in Suburban Utility Corporation v. Public Utility Commission of Texas, 652 
S.W.2d 358 (1983), the Supreme Court of Texas held that recognition of income tax expense for tax pass- 
through entities is necessary: 

"The income taxes required to be paid by shareholders of a Subchapter S corporation on a 
utility's income are inescapable business outlays and are directly comparable with similar 
corporate taxes which would have been imposed if the utility operations had been carried 
on by a corporation. Their elimination from cost of service is no less capricious than the 
excising of salaries paid to a utility's employees would be. We therefore hold that 
Suburban [a Subchapter S corporation] is entitled to a reasonable cost of service 
allowance for federal income taxes actually paid by its shareholders on Suburban's 
taxable income or for taxes it would be required to pay as a conventional corporation, 
whichever is less."4 

Based upon the evidence and testimony which has been presented in the recent rate cases before this 
Commission as well as the generic docket, we are persuaded that a tax pass-through entity should be 
allowed to recover income tax expense as a part of its cost of service and that its revenue requirement 
should be grossed up for the effect of income taxes. We are persuaded that the failure to include income 
tax expense needlessly discriminates against tax pass-through entities and creates an artificial impediment 
to investment in utility infrastructure. Neither of these outcomes serves the interests of rate payers. Thus, 
we hereby adopt a new policy which allows imputed income tax expense in the cost of service for limited 
liability companies, Subchapter S corporations and partnerships. While sole proprietorships are not 
technically tax pass-through entities, the arguments supporting the inclusion of income tax expense for 
tax pass-through entities are equally applicable in the case of sole proprietorships. Thus, the policy will 
apply to sole proprietorships as well as tax pass-through entities. 

This new policy will be applied in pending and future rate cases. Also, companies that have been denied 
recognition of income tax expense in the past may make a filing under A.R.S. 0 40-252 to modify the 
revenue requirement authorized in their most recent rate case order to include income tax expense 
prospectively from the date of an order of the Commission approving the A.R.S. 0 40-252 filing. 

We also desire at this time to provide guidance regarding how income tax expense for tax pass-through 
entities will be calculated in a fair and balanced way. We agree with the Supreme Court of Texas that the 
income tax expense for a tax pass-through entity should never be greater than it would be if the utility was 
a stand-alone C Corporation. Accordingly, tax expense will be determined as follows: 

652 S.W.2d at 364. 
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1. 

2. 

3. 

4. 

5 .  

6 .  

7. 

Identify all taxable persons or entities and all non-taxable entities5 (if any) which are owners of 
the tax pass-through entity. If the tax pass-through entity has an owner which is itself a tax pass- 
through entity, identify all taxable persons or entities and all non-taxable entities (if any) of such 
tax pass-through owner. Income tax expense shall be permitted based only upon the effective 
income tax rates of owners which have actual or potential state and federal income tax liability. 
The owner or owners of a tax pass-through entity shall not be required to submit personal income 
tax returns to the Commission, but shall submit documentation showing all owners of the tax 
pass-through entity, the respective ownership percentages of each owner, and the tax status of 
each owner (Le., whether the owner is a taxable entity or a non-taxable entity). 

Identify the tax filing status (ie. Married filing jointly, married filing single, single, etc.) of the 
individuals and entities from step 1 above. 

Compute the actual effective income tax rate for each owner of the tax pass-through entity based 
upon such owner's proportionate share of taxable income at the proposed revenue level using 
applicable statutory federal and state income tax rates. 

Calculate a weighted average effective income tax rate for the combined ownership of the tax 
pass-through entity. 

Use the weighted average effective income tax rate for calculating the income tax allowance. 

Also, calculate the income tax allowance (federal and state) for the tax pass-through entity as 
though it were a stand-alone Subchapter C corporation. 

The authorized income tax allowance for the tax pass-through entity shall be the lower of: (i) the 
income tax allowance using the weighted average effective tax rate for the combined ownership 
calculated using steps 1 through 5 above; and (ii) the income tax allowance assuming the tax 
pass-through entity is a stand-alone Subchapter C corporation calculated using step 6 above. 

Non-taxable entities are not-for-profit corporations, municipal corporations or other entities which do 
not have actual or potential state or federal income tax liability. 

3 Decision No. 73739 
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COMMISSIONER 

Direct Line: (602) 542-0745 
Fax: (602) 0765 
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However, C corporations and pass-through entities are not treated on equal footing because they are 
fimdamentally different from each other. Ratepayers do not reimburse a C corporation’s shareholders for 
their personal income taxes. This policy change requires ratepayers to reimburse shareholders of pass- 

I through entities for their personal income taxes even though no tax was paid by the company itself. 

COMMISSIONERQ 
BOB STUMP - Chairman 

GARY PIERCE 
BRENDA BURNS 

BOB BURNS 
SUSAN BllTERSMlTH 

ARIZONA CORPORATION 
COMMISSION 

February 21,2013 

Re: Policy Statement on Income Tax Expense for Tax Pass-Through Entities 
Docket No. W-OOOOOC-06-0149 

Dissent by Commissioner Brenda Burns 

I have not been persuaded that the Commission’s constitutional duty to set “just and reasonable” rates 
should include the recovery of a utility shareholder’s personal income taxes. “Just and reasonable” rates 
allow a utility to recover the expenses of a utility plus an opportunity to make a fair profit on its 
investment. Asking ratepayers to pay personal income taxes for shareholders of utilities organized as 
subchapter “S” corporations or limited liability corporations (LLCs) (aka “pass-through entities”) is 
neither justifiable nor good public policy. Personal income taxes are not a utility expense. 

It is my obligation to consider the interests of both the utility and ratepayers. I do not feel this decision 
strikes the right balance. There are many ways to ensure that utilities receive a fair amount of revenue to 
cover its prudently incurred expenses but requiring ratepayers to pay a shareholder’s personal income 
taxes is not a proper solution. Therefore, I must dissent. 

Currently, all C corporations are treated equally and all pass-through entities are treated equally. Utilities 
voluntarily organize as pass-through entities or C corporations for a variety of reasons. Evidence has 
been presented that shows many utilities have chosen to be pass-through entities because of the tax 
advantages, including avoidance of the ‘double-taxation’ faced by C corporations. 

Indeed, there are necessary water industry reforms that the Commission should examine. I am concerned 
with how water companies can ably deal with issues such as increased expenses, arsenic remediation 
requirements, under-recovery of authorized revenues, aging infrastructure and needs for new wells, 
However, this Decision may result in higher rates for many ratepayers but it does little or nothing to 
address those issues and may even harm the debate on these potential water utility reforms. 

While I do believe that utilities must be compensated for just and reasonable expenses I do not believe 
this Decision sets a policy that does so in a fair manner, 

---bd&.-w 
Brenda Burns 
Commissioner 

Decision NO. 73739 

mailto:Burns-web@arcc.gov
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BEFORE THE ARIZONA #ViVFIN COMMISSION 

COMMISSIONER 
30B BURNS 

COMMISSIONER 
SUSAN BITER SMITH 

COMMISSIONER 

IN THE MATER OF A POLICY STATEMENT 
3N INCOME TAX EXPENSE FOR TAX PASS 
THROUGH ENTITIES. 

Docket No. W-OOOOOC-06-0149 

RUCO’S COMMENTS 

The Residential Utility Consumer Office (“RUCO”) files these comments in response 

to the Commission’s consideration of a Policy Statement that would change the current 

policy to allow tax recovery for pass-through entities. 

1. INTRODUCTION 

RUCO urges the Commission to not change its current policy which excludes the 

recovery of income taxes to pass-through entities (S Corporations and LLCs). Simply 

stated, a Commission policy which would allow pass-through entities to recover from 

ratepayers taxes that these utilities do not pay is bad public policy. 

Commissioner Pierce submitted a draft policy statement (“draft policy”) to 

stakeholders on June 15, 2012. The draft policy expressed numerous concerns with the 

current policy claiming that it “needlessly discriminates against tax pass-through entities 

and creates an artificial impediment to investment in utility infrastructure. Neither of these 

outcomes serves the interests of ratepayers.” With all due respect each one of these 

-1 - 
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mncerns is empty, and changing the current policy would not serve the ratepayer's 

interests. 

Among other things, a change in the current policy will unquestionably raise 

ratepayer's rates and result in unintended consequences. At a time when the Commission 

has its hands full dealing with the public perception of its energy efficiency and renewable 

energy polices, RUCO hopes that the Commission will give serious consideration to the 

public perception of a new policy that will result in higher rates because ratepayers will be 

required to pay a utilities taxes that the utility does not pay. 

II. THE CURRENT POLICY DOES NOT DISCRIMINATE BECAUSE PASS- 
THROUGH CORPORATIONS ARE NOT THE SAME AS C CORPORATIONS. 

The LLC/S Corporations and the C corporations are two different types of corporate 

entities for tax purposes and the Commission should not treat them as if they are the 

same. The LLC and S Corporation do not pay income tax and elect that form of 

organization to avoid double taxation. The C Corporation does pay income tax and elects 

that form of organization for other reasons such as avoiding the maximum shareholder 

requirement of the S corporation. Trying to treat these two different forms of corporate 

organization the same is as Commissioner Brenda Bums once said %ying to fit a square 

peg in a round hole". 

Ironically, in the draft policy's quest for parity, the result of a policy change will be 

even more disparity - in both cases the investors would provide capital resulting in utility 

operating income, but only the C corporation will pay the income taxes on the operating 

income prior to distributing dividends to its investors who will then pay income taxes on 

those dividends. 

-2- 
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If one .Jere to believe that th current policy "needlessly discriminates"- surely the 

iolution would not be to implement a policy that will "needlessly discriminate" against C 

mporation shareholders (Le. C Corp. shareholders do not currently recover their personal 

ncome taxes from ratepayers) - two wrongs do not make a right. But more importantly, 

low is it that the current policy that does not reimburse the S Corporation for income taxes 

t does not pay by its own election, but does allow recovery to a C corporation for income 

:axes it does pay discriminate in any way, shape or form? Actually it is the draft policy 

:hat would discriminate. Hence, an unintended but very real consequence of the draft 

3olicy will be that the C Corporations will request that their shareholder's be reimbursed for 

he personal income taxes they pay. This will undoubtedly put the Commission in a very 

:ight spot - for how can the Commission then distinguish the two situations? 

Another reason why the two are not the same concerns Accumulated Deferred 

Income Tax ("ADIT"). When a C Corporation comes in for rate relief, there is an ADIT 

=alculation associated with the corporate income tax. ADIT, which typically is booked as a 

liability, is also a deduction to ratebase. A deduction to ratebase benefits the ratepayers. 

N i i  S corporations, an ADIT calculation is not necessary since there is no corporate 

ncome tax. The Commission's new policy will impute an income tax based on the 

shareholder's personal income tax which will ignore ADIT' as the calculation is made 

solely for the purpose of ascertaining the shareholder's recovery of personal income tax 

from ratepayers and not to ascertain corporate income tax liability. Ratepayer's will get the 

short end of the stick again. 

' The ADIT calculation in a newly filed rate case will apply prospectively since a Company will not have 
:ollected any income taxes in rates in the past as an S corporation or an LLC. Nonetheless, it still remains a 
ralid concern. 
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11. THE CURRENT POLICY DOES NOT CREATE AN ARTIFICIAL IMPEDIMENT TO 
INVEST IN UTILITY INFRASTRUCTURE IN ARIZONA. 

The draft policy purports to stimulate growth but there is no evidence that the 

:urrent policy acts as an impediment to growth. To the contrary, since the 1980s when the 

:ommission established its policy to deny recovery of personal income taxes of 

;hareholders of pass-throughs, there has been an increase in the number of utilities 

;witching to or organizing as pass-throughs. Particularly after the passage of Tax Reform 

4ct of 1986, utilities have chosen to take advantage of the tax benefits afforded by S 

mporations and LLCs. 

Arizona waterhastewater utilities have experienced phenomenal customer growth 

n the last few decades. The need for additional infrastructure has been a challenge. 

4dditionally, water utilities have had to comply with the federal Safe Drinking Water Act, 

he Arizona Groundwater Code, and tougher EPA arsenic standards. Arizona’s utilities 

lave risen to the challenge and have done so without changing their corporate status. 

some utilities, like Pima are built out, so it is difficult to appreciate the argument that 

illowance of recovery of personal income taxes will incent needed infrastructure when 

hose utilities were able to meet the infrastructure demands when the challenge was the 

jreatest without choosing to change their corporate status. 

The Commission’s policy will not spur investment in Arizona. The S corporation 

status allows utilities to avoid double taxation - paying corporate income taxes on 

revenues and also personal income taxes on the after-tax dividends. It allows start-ups to 

raise capital and lower their capital needs which even Pima’s Senior Vice President and 
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Chief Financial Officer, Mr. Steven Soriano explained was a benefit in the Pima case.2 

These benefits are the attraction of organizing as an S corporation, not the Commission’s 

policies. 

1. THE CONCERN THAT PASS-THROUGHS WILL SWITCH TO C 
CORPORATIONS AND RATEPAYERS WILL PAY HIGHER TAXES IS 
ANOTHER EMPTY CONCERN. 

Related to the investment argument is the concern that if utility customers do not 

cover the pass-through shareholders personal tax liability, then the pass-throughs will elect 

to reorganize as a C corporation. The maximum corporate income tax rate is higher than 

the maximum individual income tax rate. A C corporation is subject to corporate income 

tax. The concern is that since the maximum corporate income tax rate is higher than the 

individual income tax rate, the ratepayers would pay even higher rates if the rates included 

recovery for corporate income taxes rather the personal income taxes. 

A. THE COMMISSION NEED NOT CHANGE ITS POLICY TO 
ATTRACT INVESTORS. 

In the Pima case, former Commissioner Spitzer explained why on the FERC level 

there was a need to attract investors. Mr. Spitzer noted that the gas pipelines were 

desperately needed throughout the country, and the investment community had made it 

clear that they did not want to invest in the C corporations - they wanted to invest in the 

pass-through corporations. FERC’s intent was to encourage investment in desperately 

needed gas pipelines. 

In Arizona, there is a completely different set of circumstances. With many water 

utilities, such as Pima, the utility is built out so infrastructure investment is not a concern. 

* See Direct Testimony of William Rigsby at 6 in Docket No. W-02199A-11-0329. 
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Second, with FERC the question centered on desperately needed gas pipelines. In 

Arizona, the concern is water, not gas pipelines, and there is no air of desperation. Finally, 

there is no evidence that the Commission's current policy has pushed investors to C 

corporations. In fact, according to Mr. Spitzer, the evidence would indicate otherwise. Mr. 

Spitzer testified that most new entities are formed as pass-through LLCs. At the time Mr. 

Spitzer was an Arizona Commissioner, he testified that the ratio was approximately 100 to 

1 and has probably gotten large?. When asked if he was aware of any entities organized 

as a C corporation because of the Commission's policy he testified that he was not aware 

of anf. 

Mr. Spitzer's testimony is consistent with Staff's witness, Mr. Carlson who also 

testified that he had no knowledge of utilities converting to C corporations because of the 

Commission's long standing policy and could not even recall a single entity organized as 

an S corporation that converted to a C corporation5. The concern is unfounded because 

S Corporations provide the major benefit of avoiding double taxation which remains 

regardless of the Commission policy. Pima is a prime example of a pass-through utility 

that has not changed its corporate status since the mid-80s in spite of the Commission's 

policy because of the tax advantages implicit with its pass-through status. 

IV. THE DRAFT POLICY WILL RAISE RATEPAYERS RATES SIGNIFICANTLY. 

The effect on ratepayers of the draft policy will be to raise their rates significantly in 

most cases. At the Commission's Open Meeting held on July 19, 2012, RUCO discussed 

with the Commission the effect of such a policy. In response to then Commissioner 

See Transcript of Hearing in the Pima case at 186, Docket No. W-02199A-11-0329. 
-6- 
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Newman’s comments about how such a policy would raise rates, RUCO explained that at 

that time there were at least three utilities, Johnson, Sahuarita, and Sunrise that were likely 

waiting to file 252 applications and one utility, Pima, which at that point had a pending rate 

application seeking pass-through recovery of income taxes’. Based on the filings of the 

four companies, RUCO had determined that a change in policy would have the combined 

effect on a total of 40,000 customers of over $2,000,000 in increased cost. Moreover, a 

change in policy will undoubtedly result in requests from other Arizona pass-through 

Company’s for the recovery of income taxes including Saddle brook (4,800 customers), 

Sunrise, Tonto Creek, and Naco Water and on and on. The draft policy will result in a lot 

of ratepayers in Arizona seeing their rates increase to allow utilities to recover income 

taxes those utilities do not even pay. 

V. THE DRAFT POLICY IS LIKELY TO HAVE UNINTENDED CONSEQUENCES. 

1. INCREASING RATES TO COVER SHAREHOLDERS’ PERSONAL 
INCOME TAX LIABILITY MAY RESULT IN AN UNJUST ENRICHMENT 
TO SHAREHOLDERS IF NO TAXES ARE ACTUALLY OWED. 

As mentioned above, the shareholders of the C Corporation will undoubtedly 

complain that the new policy discriminates against them. Another unintended consequence 

concerns the tax imputation. Since shareholders may offset tax liability for income earned 

with losses from other S corporations or other investments as well as other deductions, 

credits and exemptions, it is quite possible that monies collected for the shareholders’ tax 

liability will exceed the amount of tax actually owed. For example, a shareholder of a 

See Transcript of Hearing in the Pima case at 186 - 187, Docket No. W-02199A-11-0329. 
See Transcript of Hearing in the Pima case at 308, Docket No. W-02199A-11-0329. 
Since the Open Meeting Pima’s application has been decided and Pima has chosen to wait until the 

Commission decided its policy before moving forward on this issue - see Decision No. 73573. 
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wofitable S corporation utility who also realized losses from ownership of a real estate 

development business can apply those losses to offset earnings derived from the utility. 

‘Idditionalty, a shareholder can apply numerous exemptions, deductions and tax credits 

that are available to the individual taxpayer but not to a corporation. Examples include 

exemptions for minor children, deductions for health savings accounts, moving expenses, 

student loan interest, child tax credit, dependent care tax credit, residential energy credits, 

and retirement savings credit. 

The result would be essentially free money for the shareholders paid by the 

ratepayers who receive no benefit from these payments. 

A. IF THE COMMISSION DECIDES TO CHANGE THE POLICY, 
THE COMMISSION SHOULD IMPUTE TAX RECOVERY BASED 
ON SHAREHOLDERS ACTUAL INCOME TAX LIABILITY. 

There is no manner in which a system could be developed that would guarantee 

that ratepayers would pay the appropriate amount of income tax. The taxable income for a 

C corporation is based on the net income from the business. Taxable income for the 

individual is based on the transfer of income in any number of ways including salaries, 

interest, dividends, supplemental income, etc. The individual income tax rate will be the 

same for all of those income sources with no preferential tax treatment for any source in 

particular. There is no fair way to reconcile the shareholder‘s personal income tax with a 

corporate income tax rate that will guarantee that ratepayers will pay an appropriate and 

fair amount of income tax. As Staff recently acknowledged, about the best we can do is 

“damage” the ratepayer as little as possible7. 

’ See the testimony of Staff’s witness, Daryl Carlson in the recent Pima Utilities case. Transcript at 326 - 327. 
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If the Commission changes the policy, RUCO recommends that the tax imputation 

be based on the actual taxes paid, and not a theoretical tax amount. The Commission 

itself argued before the Arizona Court of Appeals in the Consolidated case that "The issue 

of taxes that are actuallv paid dominates in states which have authorized inclusion of 

income taxes even for entities that do not directly incur income taxes." The Commission 

made this argument to show that a theoretical tax allowance would be arbitrary and 

inappropriate. See attached excerpt of the Commission's Brief in the Consolidated case. 

RUCO would not recommend that the Commission consider basing the imputation 

on federal and state statutory income tax rates. In reality, the vast majority of individuals 

pay an effective tax rate after deductions and adjustments. Their effective tax rate in most 

cases is always below the statutory rate. 

If the Commission approves the draft policy, RUCO would recommend that the 

Commission adopt Staffs alternative methodology of imputation in Staffs Supplemental 

Staff Report dated June 27,2012. 

VI. THE CONSTITUTION'S DIRECTIVE TO SET JUST AND REASONABLE RATES 
PRECLUDES THE INCLUSION OF UTlLTlY EXPENSES THAT DO NOT EXIST. 

RUCO believes that the Commission is prohibited by the Arizona Constitution from 

setting rates that include shareholders' personal income tax liability. Neither the S 

Corporation nor the LLC pays income taxes. Setting rates based on an operating expense 

that does not exist will not result in just and reasonable rates. The Commission is required 

to set just and reasonable rates under the Arizona Constitution. Ariz. Const. Art. 15, 5 3. 

See Appellee Arizona Corporation Commission's Answering Brief at 29-33, Consolidated Water Utilities, 
Ltd. v. Arizona Cow. Com'n, 178 Ariz. 478,875 P.2d 137 ArizApp. Div. 1, 1993, (September 07, 1993), 1 
CA-CC 92-0002. The relevant excerpt of the Answering Brief is attached hereto as Attachment 1. 
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A change in policy will violate Arizona’s Constitutional requirement to set just and 

reasonable rates. 

The Arizona Court of Appeals, at the Commission’s request has upheld the current 

policy. See Consolidated Water Utilities, Lfd. v. Arizona Cop. Com’n, 178 A&. 478,484, 

875 P.2d 137, 143, ArizApp. Div. 1, 1993 (September 07, 1993). The Arizona Court of 

Appeals rejected Consolidated’s arguments to change the current policy made in the 

course of several Consolidated cases. ln the Matter of Consolidated Water Utilities, 

Docket Nos. E-I 009-86-21 6, E-I 009-86-217, E-I 009-86-332.) Decision No. 55839 

(Docketed January 8, 1988). In the Matter of Consolidated Water Utilities, Docket Nos. E- 

1009-90-1 15, E-l  009-90-1 16 (decision No. 57666 (docketed December 19, 1991). 

It took more than five years, and many battles for the Commission to settle in on the 

current policy. The Court of Appeals decision made it clear that Arizona is not bound to 

follow FERC or any state for that matter on the issue. The Court held that the Commission 

set just and reasonable rates when it excluded recovery of personal tax expense. The 

Commission, consistent with its prior decisions as well as the Arizona Court of Appeals 

decision, should not change the current policy. 

VII. CONCLUSION 

For these and many other reasons, changing the current policy to allow pass- 

through entities recovery of income tax that these entities do not pay is bad public policy - 
period. 

RESPECTFULLY SUBMITTED this 1 I* day of Febr-013. 

0a”niel Pozefsky [ \  

U Chief Counsel 
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CONSOLIDATED WATER UTILITIES, 1 1 CA-CC 92-0002 
LTD., a limited partnership, 1 
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Appellant, 1 
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V. 1 
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ARIZONA CORPORATION COMMISSION, 1 

1 
Appellee. 1 

CC Case No. 
E-1009-90-115, 
E-1009-90-116 

APPELLEE’S ANSWERING BFUEF 

August 24, 1992 

Christopher C. Kempley 
Assistant Chief Counsel 
Legal Division 
Arizona Corporation Commission 
1200 West Washington Street 
Phoenix, Arizona 85007 
Telephone: (602) 542-3402 
Bar I.D. No. 005531 

Attorney for Appellee 



. 
&posed what it recognized to be a hypothetical tax based on its 

understanding that an actual tax was paid, 412 P.2d at 850. The 

Suburban court notes that Movston is the only decision of a court 

of last resort on the issue. After noting that the Public Utility 

Commission had recently approved the imputation of federal income 

tax liability for a Subchapter S utility, the Suburban court held 

"...that Suburban is entitled to a reasonable cost of service 

allowance for federal income taxes actuallv D aid by its 

shareholders on Suburban's taxable income or for taxes it would be 

required to pay as a conventional corporation, whichever is less." 

652 S.W.2d at 363, 364 (emphasis added). 

The issue of taxes that are actuallv Paid dominates in 

states which have authorized inclusion of income taxes even f o r  

entities that do not directly incur income taxes. While the 

Suburban case remains valid law in Texas, its effects have been 

somewhat mitigated. In Southern Union Gas Comanv v. Railroad 

Commission of Texas, 701 S.W.2d 277 (Tex.App. 3 Dist. 1985), the 

Texas Court of Appeals refined the Suburban doctrine somewhat, 

noting. "...the Commission did not abuse its discretion in 

disallowing "theoretical" income tax liability for rate making 

purposes." 701 S.W.2d at 279.  The Southern Union decision is 

cited approvingly by the Texas Supreme Court in Public Utilitr 

Codssion of Texas V. Houston Lishtina b Power ComDanv, 748 S.W.2d 

439 ( T e x .  1987), in which theoretical income tax liability is also 

disapproved. I 

The most recent word on the topic of taxes actuallv Daid 

is found in Kansas and it is particularly apposite in the current 

situation. In Greelev Gas Co. v. State Corporation Commission, 807 

31 



~ . 2 d  167 (Kan.App. 1991), the Kansas Court of Appeals, while noting 

that Suburban appeared to still be good law in Texas, affirmed the 

Kansas Corporation Commission's disallowance of income taxes based 

on the utility's failure to produce the taxpayers income tax 

returns to demonstrate what income taxes were actually paid, if 

any, noting that the individual shareholders particular situation 

could cause the tax rate to vary across the various tax brackets 

that exist, 807 P.2d at 169, 170. In the current case, the issue 

of theoretical income taxes is squarely joined. Appellant asserts 

that their rebuttal evidence before the Commission provided 

evidence of an actual income tax obligation, Appellant's opening 

brief at page 39. Appellant also asserts that the witness upon 

whose testimony the income tax disallowance was based admitted that 

he would have allowed income taxes had Appellant been a 

corporation, Appellant's opening brief at page 33, citing TR. 446. 

i j /  First, appellant fails to provide clear and satisfactory evidence 
of income tax amounts actuallv paid. The testimony cited by 

appellant indicates a calculation of income tax attributable to the 

operation of the utility. Without evidence of the actual payments 

made by the partners, no clear and satisfactory showing of 

Appellant fails to do at least two things, however. 

unreasonableness of the Commission's order has been made, see 

I Greelev, supra .  Secondly, in addition to failing to demonstrate 

the actual amounts paid, appellant has not addressed the 

theoretical nature of tkie calculation of income tax it offered. 

Appellant mentioned the testimony at page 446 of the transcript on 

the topic of whether the witness would have allowed income taxes if 

it had been a corporation. Appellant failed to address the 

32 
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COMMISSIONERS 
BOB STUMP -Chairman 

GARY PIERCE 
BRENDABURNS 

BOB BURNS 
SUSAN BITTER SMITH ARIZONA CORPORATION COMMISSION 

SUSAN BITTER SMITH 
Commissioner 

MEMO 
To: Arizona Corporation Commission, Docket Control 

From: Office of Commissioner Susan Bitter Smith 

Date: July 22,2014 

Re : Arizona Corporation Commission Generic Investigation in the matter of the 
Commission’s inquiry into the possible development of regulatory policies and 
strategies to evaluate and potentially encourage consolidation concerning 
Arizona’s water and wastewater utilities industry. 
WS-00000A-14-0198 

Commissioner Bitter Smith presented the attached presentation at the NARUC Summer 
Committee meeting in Dallas, TX on July 15,2014. 
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Douglas A. Ducey 
Governor 

David P. Tenney 
Director 

November 4,201 5 

Timothy J. Sabo 
Snell & Wilmer 
One Arizona Center 
400 E. Van Buren Street, Suite 1900 
Phoenix, Arizona 85004 

Re: Willow Valley Water Co., Inc. - First Set of Data Requests to RUCO - 
Docket Nos. W-01303A-15-0131 and W-01732A-15-0131 

Dear Mr. Sabo: 

Enclosed are RUCO's Responses to Willow Valley Water Company's First Set of Data 
Requests. 

If you have any questions, please contact me at 602-364-4839. 

Sincerely, r 

i. u. - - * ' * -  bd \ $ 

-- 3, t 

Daniel W. Pozefsky 
Chief Counsel ~ 

Enc. 



RUCO responses to Global’s data requests: 

Willow 1 .I Please provide all work-papers associated with RUCO’s testimony. 

No schedules were used, all testimony and exhibits have been included in Mr. 
Mi c h I i k’s testimony . 

Willow 1.2 Admit that EPCOR Water Arizona Inc. has the management capability to 

own and operate the Willow Valley system. If your response is anything other than an 

unqualified admission, provide a complete description of the basis of your response, 

including stating each fact or document on which you based your response. 

RUCO’s job is not to oversee or evaluate Company management capabilities to 

own and operate the Willow Valley system, nor is it prescribed in the Arizona 

administrative code. If the Company needs assistance in evaluating its 

management, financial, or technical capabilities, it can hire an outside consultant 

to resolve any issues it may have. 

Willow 1.3 Admit that EPCOR Water Arizona Inc. has the financial capability to own and 

operate the Willow Valley system. If your response is anything other than an unqualified 

admission, provide a complete description of the basis of your response, including 

stating each fact or document on which you based your response. 

See RUCO response to Company data request Willow 1.2. In addition, the 

Company objected to RUCO 4.03 which asked for updated financial information 

related to dividend payouts, not to mention most of the other financial data in this 

document is subject to a confidentiality agreement. So, even if the Commission 

were to ask RUCO to do some type of financial analysis to assess the Company’s 

financial capability the Company would have to provide RUCO with this 

information. 
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Willow 1.4 Admit that EPCOR Water Arizona Inc. has the technical capability to own 

and operate the Willow Valley system. If your response is anything other than an 

unqualified admission, provide a complete description of the basis of your response, 

including stating each fact or document on which you based your response. 

See RUCO response to Company data request Willow 1.2. 

Willow 1.5 List each decision of the Arizona Corporation Commission, of which RUCO is 

aware, where the Commission approved a regulatory liability for ADIT in an asset 

transfer (as proposed in the testimony of RUCO Witness Michlik). 

RUCO is not aware of any Commission approved regulatory liability for ADIT in 
an asset transfer. 

Willow 1.6 To the knowledge of RUCO, list each prior docket where RUCO proposed a 
regulatory liability for ADIT in an asset transfer (as proposed in the testimony of RUCO 
Witness Michlik). 

RUCO is not aware of any recommendations that it has made in the past 
regarding this issue at this juncture. 

Willow 1.7 Admit that if a regulatory liability is created for ADIT (as proposed in the 
testimony of RUCO Witness Michlik), that BWAZ will be required to use straight line 
depreciation for income tax purposes under the IRS Depreciation Normalization Rules 
[§168(i)(9) of the Internal Revenue Code of 1986, as amended (Code), and Treas. Reg. 
.§l.l 67(1) - I (together, Depreciation Normalization Rules)]. If your response is anything 
other than an unqualified admission, provide a complete description of the basis of your 
response, including stating each fact or document on which you based your response. 

RUCO cannot admit or deny at this point as RUCO is researching this issue, and 
will supply a supplemental response at a later date. 
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Willow 1.8 Provide RUCO's calculation of the ratepayer impact if EWAZ is forced to use 
straight line depreciation for income tax purposes under the IRS Depreciation 
Normalization Rules [§68(i)(9) of the Internal Revenue Code of 1986, as amended 
(Code), and Treas. Reg.sl.1 67(1) - I (together, Depreciation Normalization Rules)]. If 
your response is anything other than an unqualified admission, provide a complete 
description of the basis of your response, including stating each fact or document on 
which you based your response. 

See RUCO response to Company data request Willow 1.7. 

Willow I .9 Regarding Attachment C to Mr. Michlik's Direct Testimony (Staff 
Memorandum dated June 29, 201 5), admit that none of the proposed policy statements 
recommended in that memorandum were ever adopted as formal policy statements by 
the Commission. If your response is anything other than an unqualified admission, 
provide a complete description of the basis of your response, including stating each fact 
or document on which you based your response. 

RUCO cannot admit or deny at this point as RUCO is researching this issue, and 
will supply a supplemental response at a later date. 

Willow 1.10 Regarding the March 19, 2012 Commission Staff Memorandum attached to 
Mr. Michlik's Direct Testimony, admit that the Arizona Corporation Commission has not 
adopted the recommendations set forth in that memorandum. If your response is 
anything other than an unqualified admission, provide a complete description of the 
basis of your response, including stating each fact or document on which you based 
your response. 

See RUCO response to Company data request Willow 1.09 

Willow 1.11 Regarding the article on "Tolleson to get $4.3M settlement in water 
treatment plant dispute" (Attachment D to Mr. Michlik's Direct Testimony), please 
provide the name of the publication this article appeared in, the date, and the pag 

West Valley View, Friday, June 12,201 5 page 1. 

3 



Willow 1.12 Regarding Mr. Michlik's statement that the "legal disputes" referenced in 
Attachment D to his Direct Testimony "could affect the Company's financial viability". 
(Page 16, lines 17 to 19). Please provide the following: 

A. Mr. Michlik's financial analysis of how EPCOR Water Arizona 1nc.k financial 

viability could be impacted by the referenced legal disputes. 

B. Did Mr. Michlik review any other documents other than the news articles in 
Attachment D in researching the impact of these legal disputes on EPCOR Water 
Arizona Inc.? 

(i) For example, Did Mr. Michlik review legal pleadings? 

(ii) Did he review notes to financial statements regarding the litigation? 

C. Provide Mr. Michlik's analysis of EPCOR'Water Arizona Inc.'s maximum 

financial exposure in these legal disputes. 

RUCO's analysis is very simple, if the Company is still involved in a series of 
legal disputes, and has to pay out millions of dollars that means the Company 
has less money to invest in this water system. 

Willow 1.13 Regarding Attachment F to Mr. Michlik's Direct Testimony, provide the 
following information: 

A. Any prior public versions of this document. 

B. Who compiled the document? 

C. When the document was compiled. 

D. Describe the methodology used to prepare the document. 

E. How many of these states have as many water companies as Arizona? 

In response to B: The information was provided by the National Association of 
Water Companies ("NAWC"). 

RUCO does not have any information relating to questions A, C, D, or E. Since 
NAWC is the trade group that represents Global. RUCO suggests that the 
Company ask the questions to NAWC. 
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Willow 1.14 Regarding Mr. Michlik's statement that Global Water Resources, Inc. is a 
class A utility", [Michlik Direct at page 3, line 10-1 3 and page 16, line 12) admit that 
Global Water Resources, Inc. is a "Public Utility Holding Company" as defined in A.A.C. 
R14-2-801 , and not a "Class AI  utility as defined in A.A.C. R14-2-103. If your response is 
anything other than an unqualified admission, provide a complete description of the 
basis of your response, including stating each fact or document on which you based 
your response. 

RUCO's classification was based on Staffs sufficiency letter dated November 7, 
2012. Upon further review, RUCO agrees that Global Water Resources, Inc. is a 
Public Utility Holding Company. 

Willow 1 . I5  Regarding Mr. Michlik's statement that Global Water Resources, Inc. is an 
Arizona corporation, admit that Global Water Resources, Inc. is a Delaware corporation. 
If your response is anything other than an unqualified admission, provide a complete 
description of the basis of your response, including stating each fact or document on 
which you based your response. 

Global Water Resources, Inc. probably was incorporated in Delaware, and does 
business in Arizona, and has offices in the Phoenix Area. Further, from Global 
Water Resources website "Global Water Resources Corp (GWRC) was 
incorporated in British Columbia to acquire shares of U.S. based Global Water and 
to actively participate in the management, business and operations of Global 
Water through its representation on the board of directors of Global Water and its 
shared management of Global Water. GWRC owns an approximate 48.1% interest 
in Global Water." 

Willow 1.16 Mr. Michlik's Direct Testimony states that "The Company's proposed 
acquisition adjustment seems very similar to a System Improvement Benefits ("SIB") 
Mechanism in which utility plant is built between rate cases. The Arizona Court of 
Appeals subsequently determined that the SIB was illegal (see Attachment A). This is 
basically the same situation in this case as the acquisition premium as proposed will 
create rate increases between rate cases without a fair value determination" (Michlik 
Direct at page 7, lines 12 to 18). If the SIB mechanism and EWAZ's proposed 
acquisition adjustment mechanism are illegal because they change rate base outside of 
a rate case, please explain how RUCO's proposed "ratepayer protection mechanism" 
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(Michlik Direct at page 20, lines 20-21), which reduces rate base outside a rate case, is 
legal. 

RUCO believes the initial premise to the question is no longer valid. The 
Company has clarified or modified its proposed acquisition adjustment in which 
it states it will not ask for rates outside of a rate case, but will ask for the premium 
be recovered in a rate case (see Testimony of EPCOR witness Sarah Mahler), thus 
eliminating RUCO’s concern over the fair value determination. RUCO’s ratepayer 
protection mechanism does not adjust outside of a rate case - there is no fair 
value issue with RUCO’s recommended treatment of the acquisition premium. 
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ATTACHMENT F 



Commissioner Susan Bitter Smith 
Arizona Corporation Commission 
1200 West Washington Street 
Phoenix, Arizona 85007 

Arizona Corporation Commission 
DOCKETED 

JUN 2 0 2014 

I D O C # r T E L ) M - ? - - ’ - l  

In Re: Acquisitions and Consolidations in Arizona’s Water &Wastewater Industry 

Dear Commissioner Bitter Smith: 

Thank you for asking us to begin evaluating the need to consolidate Arizona’s water and wastewater indusq, 
the A r i z o ~ R e ~ i d e d  U h t y  Consumer Office and Arizonans for Responsible Water Policy have begun a 
series of discussions on the issue and look forward to wrkulg with your office, and the Commission as a 
whole, on this issue. 

The idea of incenting and encouraging consolidation in the Arizona private water and wastewater sector dates 
backto, at least, the late 1990s. On April 24,1998 the Coporartion Commission voted to establish “The 
Commission’s Water Task Force” with the stated intent of “develoPEmg1 policies to address a wide variety of 
problems that private water companies and their customers face.”’ The Task Force conducted numerous 
meetings and issued a series of recommendations, including: 

“Reduce the number of small, non-viable water systems through new rules and procedures.”2 

The Water TaskForce wrote, as justification for its recommendation to begin consolidatmg the industy 

“Many of A ~ O M ’ S  water companies are S;te small; the majority of them have less than $250,000 k.1 
annual revenues... many of these small  companies are quite problematic. Most of the “problem” 
companies that the Commission must deal with are quite small. Because of their small base of 
customers, even quality managers of small companies may find it difficult to raise sufficient revenues 
to make needed capital investments.”f 

The Task Force concluded that “because of economies . .  of scale, larger companies are likely to be more 
efficient. A larger company can consolidate the admumam * e aspects of many smaller “systems” thereby 
significantly reducing the overall cost of service. For these reasons, the Task Force agrees that reducing the 
number of s d  non-viable mter systems is a desirable goal.”4 

The Water Task Force’s reporc and recommendations were never acted upon bythe Commission. 

1 Interim Report of the Arizona Corporation Comrms * sion’s Water TaskForce, October 28,1999, Page 3 [Docket No. 

2 Ibid, Page 3 
3 Ibid, Page 4 
4 Ibid, Page 4 

W-00000G98-0153] 
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A decade later, in 2010, the Commission directed Commission Staff to open a “generic investigation which 
looks at how best to a c k e  the Commission’s objectives with regard to encouraging the acquisition of 
mubledwater companies”> Throughout 2011, the Commission hosted water workshops that explored the 
numerous issues facing Arizona’s water industry. The 201 1 workshop process led to no final report, no final 
recommendations, and no final decision bythe Commission. 

Which all begs the question: If, for over a decade, every interested person has concluded th;at Arizona needs 
to incent “the acquisition of mubled water companies”, why has nodung been implemented? 

The answer, we believe, is that no coalition has formed to evaluate, address, and mhigate the red and 
complex challenges that come with consolidaung an indusq. Those challenges are complex, and must be 
understood before one sets out to “find the right path” toward consolidating an industry with over 300 

anies scattered throughout Arizona 

or to do so in this paper. 

ad Walker 
chairman, Atizonans for Responsible Water 

Paul Walker served as advisor to ChaLman Marr: Spitzer at the A a  wrked on Governor Jane Dee W s  negotiating and lobbying 
team during the Indian Garmng Compacts; and was on the staff of U.S. Congressman John J. Rhodes, III. Paul speciaLzes in 
regulatory analysis, lobbying, and consulting. In addition, Paul was elected to the national b o d  of directon of ConservAmerica - a 
6,000 member Republican organization working to improve the environment through market-based policies at the nadod level. He 
chain Arizonans for Responsible Water Policy- a trade group comprised of Luge water companies advocating for long-term water 
policy changes; and serves on the Arizona Power Plant and Line Siting Committee, a statutory board comprised of elected and 
appointed offiials that determines the emrironmemal and economic compatibility of power plant and el& transmission line 
applications. I-k served as a Gptain in the Arizona ArmyNational Guard and completed numerous miLtatyschools and courses; and 
he holds a Masters in Business Admiaistration from ‘l%underbd - The American Graduate School of Lntemadonal Management. 

Pat Ouinn spent over 30 years working in the telecommunications industrybefore retiring as President of Qwest Arizona in 2008; 
prior to that position he had served as Vie  President of Corporate Policy and Law, Director of Regiinal Reguktory Affak, and 
Finance Director. Qwcst vas the regional operating company formed after the breakup of the AT= system in 1984 and provided 
telecommunication services to the vast majority of Arizona residents. Pat is a veteran who served in the U.S. Navy, and has long been 
involved in a host of Arizona organizatons, including. Greater Phoenix Leadership, the Homebuilders Association of Arizom 
Arizona Town Ha& Tee AA and Phoenix Gmmunity Alliance. He eamed his Master of Business Administratton and Bachelor’s 
degree in mathematics from the Univenity of South Dakota. He was appoiuted as Director of the Arizona Residentia utility 
Consumen off ie  in Jauuaryof 2013. 

5 Decision No. 71878, Finding of Fact 84, Page 84 pocket No. SW-20445A-09-0077, et.aL] 
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ut Res -mnsible Water: Responsible Water is a trade group comprised of Arizona Water Company, 
Global Water, and Libertyutilities. Together, our companies o m  and operate water and wastewater systems 
that serve over approximately 500,000 people in comrrmnities across Arizona. 

Responsible Water is committed to workmg to make Ariz~na’s water future more secure and more 
sustainable byworkmg cooperatvelywith Anionapolicyleader~ to identifyand implement newpractices and 
approaches that strengthen the water industry- and thus, ~ M ’ S  abhyto manage its water resources. By 
conducting necost seminars for small water companies, developing white papers and studies that explore 
water management and innovative approaches to regula~on, and by providing free technical assistance to 
troubled utilhies, Responsible Water is committed to improving the entire water industryso that Arizona can 
continue to be a growing, mirant, and sustainable home for generations. 
About th e Res ided  U t h y  Co 
agency dedicated to representing the interests of r e s ided  uuhtyratepayrs in matters before the Arizona 
Corporation C o d s i o n  ( “ A m  or “Commission”). 
Since establishment in 1983, RUCO has been anivelyholved in rate-related proceedmgs invohng public 
service corporations providing electric, gas, telecommunications, water and waste water services. As a matter 
of policy, RUCO always intervenes and participates in rate cases involving Arizona’s largest utilhies. 
Intervention in the cases of smaller companies is decided on a casebycase basis, with particular attention to 
the size of the increase sought, the rate history of the utdity, and the availabhy of resources at RUCD. In 
addition to RUCO staff, consultants may assist in anayLing utilities’ requests for changes in rates and 
prep& testimony 
In addition to specific fate pmeedqs ,  RUCO is also heavily involved in hgh level policy decisions made at 
the ACC. RUCO approaches topics such as industry regulation, renewable energy, and cost recovery 
mechanism with a balanced view that weighs near terms considerations and long-term outcomes. RUCO 
prides itself on being a thoughtful stakeholder that can guide the development of s m  policies in a way that 
maximks benefits to residentiaI ratepaym and the utility system as a whole. 

nsumer Office (“RVCO”): RUCO is a legislmivelyestablished governmental .. 

Definitions, 

Acpzsition Adjrrstment: An increase to Ibl[Ry rate base which reflects the cost of the purchase of the udkyor 
the asset. 

Regional Consohhtion; The abilny for the acquiring company to consolidate companies into regional or Ibl[Ry 
groups for purposes of having common rates, operations and management. 

Ifitgrated Conrolidation: The abhy for the acquiring company to consolidate d of their companies hto a 
parent companywith common rates, opecations and management 

ROE Pnmizm: An. increase to the dowed return on equity as an incentive for certain investments. The theory 
is to provide a return above the market level in order to a~act investment. 

AUI’KORIZED ROE + ROE PREMIUM = COST OF EQUITY 
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The Challenges of Consolidating an Industry 
Pat Quinn, BS, Ms, Wematics . .  

Paul Walker, BS, MBA, Business Aclmmmm on - 

There are serious economic and regulatoryissues that have to be addmsed and evaluated before Arizona 
decides to move forward with consolidaung its highly fragmented private water and wastewater industry. We 
will discuss different aspects of acquisition and consolidation later. The onlywayto address these issues is to 
go through them, one by one. This will require the Commission to develop a holistic policy framework that 
vansitions rate setting from a model just based on cost causation to one that includes the enabling of 
consolidation. 

We apologize, in advance, for the fact that many of these issues are only fascinating to people like the authors 
- we will try our best to avoid making the economic theories too dull or esoteric, but we must emphasize that 
the reality of Arizona’s challenge necessitates a comprehensive understandmg of the difficulty of meeting that 
challenge. The reader should bear in mind that because some of these issues are dull, complex, and esoteric, 
Arizona has not acted to address this challenge; onlywith understan* can h n a  solve this issue. 

To begin the discussion we need to define the different types of consolidation. Generally we are dkinp 
about consolidation as meaning the acquisition of a smaller water or wastewater company by a larger water or 
W e r n e r  company. This implies the mere acquisition, but not necessadythe incorporation of the smaller 
company into the large company, ie., the smaller company still mainrains much of its operational autonomy. 
The other type of consolidation is what we call “integrated consolidation”; with integrated consolidauon, the 
smaller company is fully absorbed into the large company’s operation. This can be done at a regional or total 
company level, This will be discussed more later. 

This paper is divided into five sections: 

1. The Policy and Factual Landscape of Arizona Water, Page 5 
2. A Gar and Compelling Public Interest, Page 14 
3. Path to Conso~dation, Page 16 
4. Consolidation Opportunities, Page 24 
5. Summary and Recommendations, Page 25 

Additionally, there are four attachments to this paper, 

Attachment 1 - “Arizona’s Next Century: A Smegic Vision for Water Supply Sustainabhy“, ArLona 
Deparunent of Water Resources, January2014, Page 26 

Attachment 2 - Rate of Return and 0per;rting Margin Policy, California Public UtihyCOmmission, March 
2013, Page 40 

Attachment 3 - Pennsylvania Public Utility Commission Policy on Water Acquisitions, Page 43 

Attachment 4 - “Water U t h y  Riskand Return”, California Public Utilities Commission, 1990, Page 49 
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__ -- 

SECTION ONE THE POLICY AND FACTUAL LANDSCAPE OF ARIZONA WATER 

There are three major forces one confronts in the Arizona water indusuy 

1 

Economic facts must be clearly understood, regulatoryprinCiples must be adhered to, and policies must 
&ss the emriroamenta reality of Arizona’s water supply. The economic fact that Economies of Scale 
exist provides an oppommiyto better control costs and incent investment. This fact is wll explained in a 
1990 publication of the California Public ‘LkilitycOmmission: “Water Utility Riskand Renun” 

“(S$naU water companies have special problem created by their lack of economies of scale and 
inaccessibiito emrnal fioancing. The number of economic dichotomies between large and small 
water u d i t i e s  warrant separate analyses an& ultimately, different ratemaking treatments.”6 

The economic fact that small companies face p a w r  challenges in aaracting capital creates a challenge for 
Arizona’s water h; the fact is that most small Arizona water utilities relyon Conuibutions In Aid of 
Coasrmction (CIACJ and Advances In Aid to Construction (AIACJ - and wind up with very little rate base, 
and veryfew options to access the investment market. As explained in Attachment 4, “Water Utility Riskand 
Retumm: 

“ m e  stab* of the water uulity business should provide comfoa to creditors and equity investors 
seeking amactive investment oppo&s with relativeblow risk However the small size of water 
uti& offerings, relative to other Iltilities, tend not to generaze interest among investment bankers. 
Consequently, most water utilities remain unknown except to a subset of the financial community 
such as inswane companies. V i  all external financing is accomplished through private 
placement dkctlywith investors, without use of an un&rwriter.”7 

The regulatoryprinciples of “Cost Causation, Equity, and S u s t a i n a b i i  can be adhed to in an acqyisition 
and consolidation policy. “his will require the commission to modify the c m n t  poliqto encourage smart 
consolidatioa Finally, the “Environmental Reakty“ of Arizona’s waiter situation today, and all water 
forecasts for Arizona, provide a clear and compeltiry: public interest in strengthening and consohdating this 
industry. We shall explore each of those issues in this section. 

6 “Water Uuirty Risk and Return”, California Public utilities Commission, April 1990, Page 1 
7 Ibid, Page 3 

5 



UsroNsmm RESIDENTIAL UTILITY 

Economic Facts 

I One economic fact direnlycombs to the question and benefits of 
consolidating the ArEzona private water and wdnewater indusq Economies of 
Scale. This term is fairlycommon, but it is imponant to ensure that it is 
understood at the outset. 

.wslwm r -  

Economies of Scale: Economies of scale mean that a firm’s average cost decreases as its output hes. 

Example: ?he firred costs of owning and operating a small water system include: the costs of the 
well and the pipes that deliver the water. Once those are in place, the costs are spread over the 
customer base. If the customer base grows, there are more people paying those fixed costs and they 
will each pay less. 

Exangle: The costs of running a customer call center include the cost of the buildtug, the 
telecomrmrnicaxions services, and the employees. Once those are in place, the costs are spread over 
the customer base. If one companyowns and operates numerous &s, it can use the same call 
center to support each utiirty- rather than building and fioancing a call center for each utilityon hs 
OW& 

Example: A uulnyrequires not just the daytedayoperational staff; it ah0 requires amanagement 
team to oversee the accounting, capital improvement plans, financing, environmental compliance and 
reponing, human resources, and investor relations. Homer, the management team that provides 
those services to a utilny can provide those services to more than one utitity - +n it does so, it 
tales advantage of economies of scale because the incremental costs of pmviding that management 
to a second, did, or tenth e are less than the costs of having each of those other utilides having 
its own, independent management team. 

Thus, economies of scale means that ‘‘large water udities are able to provide professional management and 
lower cost service because they spread the fixed costs of operations over more ~~1~t0mers .”*  However, as we 
move forward in this paper the reader should bear in mind that the looming investments in water 
id- sustainability, and increased water supplies will exert dt;unatic u p d  pressure on rates. 
Thus, while economies of scale provide downward pressure on rates, Arizona’s future is one of increasing 
investmem, increasing costs, and thus, increasing rates forwster customers. 

Small Firm Capital Attraction Challenges S d r  entities have fewer o p p o ~ s  to access the 
investment market. 

As CPUC explained, small firms “tend not to generate interest among investment bankers” therefore the 
majo&y of their financing comes from the owners and from any developers who build in the service area 
(through QAC and MAC) The resultant capital suucture from such an approach winds up producing very 

8 Ibid, Page 19 1 )  
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little rate base - it is stmhglycommonin Arizona to find small water utilities withlittle to norate base. 
That we have become accustomed to it is more aarming than the very fact itself. Ariaona needs to realize, 
literally nght awy, that: "The financia smcture of the companyto a great extent detzrmines financial risk"9 

Many companies with little to no rate base face extreme financial risk - they have no rate base to produce a 
mum on equity, and are simplyopeming matgin entities in a business that faces significant environmental 
challenges and v e r y w  capital intensity. Capital intensity is the measure of: How much investment in plant 
is requked to produce $1 in additional ope* revenue. 

To s d  then, economies of scale can reduce the average cost per customer; but many small water 
utilities in Arizonahave verychallenging financial profiles that make themhad to invest in, and make it hard 
for their current owneis to attract needed inv-nt. Because of the latter challenge, owners rely on 
developea to fund their utilxty needs - thus funher weakening their financial suunure: 

"Advances and contributions spread out the milky's f undq  requirements for growth and 
development in the service tenitory. These sources of funds are not included in utilitymte of return 
calculations because these sources of capital are not provided by company investors. Nonetheless, 
operational risk increase as the percentage of contributions increase for the e. For example, 
assuming a 1o?h retum on rate base, a uulitywith $lOO,OOO in plant, of which 4% is contri%uted, can 
only generate a return on investment of $6,OOO. If the utility had used debt and equitycapid, it 
would be able to earn $lO,OW. The operational risk is htghiighted when revenues change due to 
voluntary conservation andor mandatoqy rationing." 10 

In fact, in many cases in Arizona the QAC (or the AIAC that reverts to (IAC due to lack of growth) 
becomes so large that it subsumes the owners' investment. Building on the CPUC example above, if the 
uulity had received U0,oOO in Advances, but the growth didn't occur as expected and thus only $lO,oOO of 
the AIAC mas repaid, $30,000 in "CIAC would be assigned to the rate base - cutting the rate base from 
$6O,OOO in the CPUC example, to $30,000; and cutting the return from $6,ooO to $3,000. This example is not 
hypothetic4 in fact it is commoqlace among small Arizona water utilities - thus further worsening their 
capital suucture, increasing their risk, and making their acquisition more difficult for potential buyers. 

9 Ibid, Page 2 
10 Ibid, Page 13 



WATER CONSUMER OFFKE 
-I____ I 

Regulatory Principles 

There are three key re.egulatory principles that must be strictly adhered to should Arizona move forward with a 
policy and incentives to encourage consolidation of the Atizona water and vastmmer industry Cost 

Causation, the Equity Principle, and S d i l i t y .  Cost Causation and the Equity 
Principle will be the most complex issues to explain to customers. This is why 
criteria for when and how to consolidate must be developed. 

M*pn* 

4 - r  

F m  

A 

The reality is this: Consoli~ons and Acquisitions come with costs - and those 
costs must be recovered in a fair and manageable manner. However, there wiU be 
some cost savings that come from economies of scale that may reduce or mhigate 

these increased costs. Investors and customers are, q;te literally, in the same position here: Both can benefit 
from a smnger, more consolidated industry, the key is to undernand how to balance the costs. 

Ptincipie 1: Cost Causatiw - the customer who causes a cost should paythe cost. 

. .  
vs. EfficEw Cost causation involves one of the most complex issues in economics, what 

Arthur O b  called “the big tradeoff”. Economic equahymeans that no one gets an unfair 
advantage over another - which is obviously subjective because everyone has an opinion on what 
constitutes “fair and unfair.” Economic efficiency means that correct pricing signals are sent, and 
those incentives cornlate to desired outcomes. 

Princible 2 : &pie Principle - no customer should be forced to pay more than what is reasonable. 

D e s k  Cost allocation is the purpose of rn design - it is the process of d e t e d  how 
many d o h  to collect from various customer dasses for various utility services. 

Just and Reasonable Rates: The rates set by the Commission must not be unduly discriminatory 
between customers or services. “Unduly discriminatov means that the discrimbation in pricing or 
incentives is tied to and supports some public interest, e.g., tiered water rates charge exorbitandytugh 
mes for high use of water - much more than the incremental cost of p m d q  high amounts of 
water - but those high rates are justified because they support the public interest of conserving water. 

Subsidies: Generally, Commissions avoid providing subsidies (“subsidies” are defined here as: 
charking less than the incremental cost of the service to one group of customers, while chargmg 
more than the stand alone cost to another group of customers.) 

Efficiency Commission mes and incentives should give correct spals to customers and investors 
(“correct signah” are defined here as: promoting the efficient use of resources, and allowing 
customers and investors to manage and plan their budgets.) 
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Sufficiency Utility rates and incentives should be sufficient to allow the utilityto collect its legithate 
costs. At the same time, decreases or increases in riskshould be recognized and applied in a 
symmevic manner to the company3 authorized rate of return in order to establish fair compensation 
to shareholders. 

Trans-mnq commission rates and incentives should be understandable to customers and the 
utiliqc 

S t a b i i  Commission rates and incentives should avoid rate shock to customers, and should 
promote revenue d i t 0  the utility. Commission rates and decisions must pmvide price and 
investment s& and the Commission must recognize that those s& will affect behavior, but it 
maytake some tkne to do so. 

If done correctly, establishing a consolidation enabling framework for Arizona water companies will intqpte 
these three: principles in a more holistic way First, the true cost of one's water system may be hidden from 
customers if needed upgrades are not made or systems are neglected Second, equity is a principle that is 
dependent on one's time horizon. In the medium to long run, the consolidation of two water systems may 
bring resiliencies and efficiencies that overcome short run inequities. Third, sustainab~comes when the 
true long M costs of ope& a successful water system are recovered and allocated wirhin a systun that is 
resilient and effiint. S m  consolidation between companies should leverage all three of these principles in 
a way that delivers long-term net benefhs to all ratepayers involved 

Environmental Reality 

All of the economic fans and regulato~pkAples must, in the end, deal with and address ndity. And 
~ M ' S  water re% is complicated Arizona water leaders have worked hard on water management since 
the 1922 Colorado River Compact. "he Cemral ArLona Project, the 1980 Groundwater Management Act, 

the ceatral Arizona Groundwater Replenishment DisUin, Commission- 
sanctioned Tired Rates, Water Bank~ng, and more environmentally sound 
development have created a vast network of inf- and programs to better 
manage Arizona's water supplies; but ongoing drought combined with population 
growth wiU co&ue to demand larger and larger investments and increasingly 

I I4 sophisticated water monitoring and management. 

Arizona has relied for decades on affordable CAP water - which provides water 
for a g r i h  and communities, and the Colorado River dams which provide affodable hydropower that 
both offsets CAP costs, and provides reliable and affordable power to rural Arizona. But Arizona remains 
mired in drought, and the drought goes beyond the Colorado River - it covers nearly all of Arizona and 
droughts are very hard on small water companies - pumping costs increase, CAGRD costs increase, 
development gets more costly and complex Drought can be managed - but at a high cost financially, 
managerially, and technically. 

- Rar 

F f  - 
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Arizona Rem ains in a statewide drousz ht 

US. D-t Moncclor 
Arizona 

The drought affects not 0nlyAriZ0na - in fact, the entire west is gripped in a historic drought Today, four 
of the seven Colorado River states are covered, 1ooo/0, in drought conditions, and Utah is almost entirely in 
drought. The Colorado River is in a historic hught and curtaiknent of the wazer &live& that Arizona 
relies on for CAP, a g r i h ,  and groundwater recharge seem k l y t o  occur sooner, rather than later. 

US. Draught A#on&or 
West 

I 
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Most experts amee that the IC olorado River1 basin will P ~et even drier 

"Already, the drought is upendmg many of the assumptions on which water barons relied wfien they tamed 
the Colorado in the 199 Os... Lake Mead curredy stands about 1,106 feet above sea level, and is expected to 
drop 20 feet in 2014. A continued decline would irruoduce a new set of problems: At 1,075 feet, rationing 
begins; at 1,050 feet, a more drastic rationing; regime kicks in... Should Mead continue to fa& Arizona would 
lose mre than half of its cOlol.ad0 
River water... That would have a 
cascading effect. Ihe central 
Arizona Project would lose 
revenue it gets from selling water, 
which would &e the price of 
water to remaining c w m r s ,  
leading farmers to return to 
pumping groundwter for 
w o n  - exadywhat the 
central ArizonaProject was 
supposed to prevent."ll 

I 

The Co lorado River drought 
also affects th e Glen Canvot? 
gnd Hoover Dame 

"At Glen Canyon Dam, the Bureau 
of Reclamation plans to reduce 
releases by 750,000 acre-feet for 
the coming ~ a r ,  a historic low. 
The iconic Hoover Dam is 
experiencing a 14-year drought, the 
wont in the last 100 years... For 
Western [ A m  Power 
Admtnmmonl. insufficient water 

. .  . 

I i 

The vrr icirrg's o n  the waft. 

results in not h&ng sufficient hydropower to meet its c o d  obligations. Under many of Western's] 
contracts, [it] must purchase more expensive power on the market to m e t  [is] obligations."u 

11 The New York Times, "Colorado River Drought Forces a Painful Rechning for States", January 5,2014 
12 EnergyBiz Magazine, "Powering a New FmntieP, January/February2014 
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The best estirnates of Arizona’s klyfunue growth are umimkablycon-eiated to the areas served by 
Arizona’s private water industry- the reason is simple: Most private wdter companies exist outside of town 
and city limits, because towns and cities usualtyhave their own, municipal water system. Manypeople choose 
to live outside of towns and cities, when growth moves beyond an existing town or city limit, it immiably 
runs into areas served byplivate water companies. 

Arizona’s Growth Corridor and Arizona’s Private Water Utilities 

t 
Arizona Population c. 20oO 

- 
Arizona Population c. 2050 

Estimated by Maricopa Association 
of Governments 

1 

Map of Arizona’s Private Water 
Companies 

The Arizona Department of Water Resources (ADWR) issued a milestone assessment of Arizona’s 
prater situation in January of 2014, “Arizona’s Next Century: A Smtegic Vision for Water Supply 
Sustainabllity,” We are pleased that ADWR’s Director, Michael Lacey, asked us to attach Arizona’s 
Next Centwyto this white paper - Attachment 1 is that report’s Executive Summary. The entire 
report, 60.58 MB, can be found on ADWR‘s website at this UlU: 

http://www.azwater.eov/AzDWR/Arizonas - StrateEcic - Vision/documents/ArizonaStrateategicVisionf 
orWaterResourcesSutainabilitpdf 
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In Arizona’s Next Century, ADWR hlphliphts several “su;ztegk priorities” for Arizom 

1. Resolmion of Indian and Non-Indian Water wts claims 
2. Continued Commiunent to Conservation and Expand Reuse of Reclaimed Water 
3. Expanded Monhoring and Reponing of Water &e 
4. Ide- the Role of In-State Water Transfers 
5. SupplyImportation - Desalination 
6. Develop Financing Mechanism to Support Water Supply Resiliency 

Clearly, a consolidated, strong water industry in Arizona would be able to adhss  Points 2,3, and 6. And a 
consolidated, strong water industrycould playa keyrole in financing and supponing Points 4 and 5. 

Because of Arizona’s water challenge, ADWR states that “The current challenge facing Arizona is that 
although the State has an existing solid water management foundation, water denmnds driven by ~LEUR 

economic development are anticipated to outstrip existing supplies. Additionally, the availability of surface 
water supplies have been reduced in recent pars as drought conditions have been experienced locally and 
throughout the Colorado River Basin.” 

Summarv 

The growing, and worsening, drought in the U.S. west will require vast investments in Arizona’s w r  
infrastructure. It has been known for some time that the 1922 Colorado River Compact allocated the River’s 
water supplies based on abnormallyhigh River flows - there is not 15 million acre-feet per year in that River, 
it’s more like 13 million but even that flow is highly volatile as the West is now, pamfully, realizmg. 

ADWR’s strategic priorities forthe 21sr Century& it veryclearthat Arizona is facing a high-cost fume: 
Desalination will be a multi-billion dollar effort, and Arizona’s phate water industry will need to be large 
enough and strong enough to contribute hundreds of millions of dollars to that 2151 Century effort. 

ADWR’s final strategic priority, “develop f u n d q  mechanisms to support water supplyresiliency“ is not only 
essential to desalination but also to ADWR’s other strategic priorities. Expanding the use of reclaimed water, 
increasing wclter monitoring and conservation, and in-state water transfen all will come at pat cost. Thus it 
is imperative for Arizona and all Arizona residents, that the Commission su-engthen and consolidate the 
private water sector to meet the 21st Centurywdter challenges we face as a state. 

While economies of scaled will provide downward pressure on prices and rates, it must be clearly understood 
that consolidating and smngthening Arizona’s water infrasuucture will be a massively expensive effort that 
will take decades. So, economies of scale and consolidation will not result in decreasing rates in the near term 
- they will onlyprovide downward pressure as Arizona deals with, and invests in, its 21s Century water 
challenge. Drought, volatile and diminished Colorado River supplies, desalination, reclaimed mter and 
increased monitoring and conservation efforts are each costly, and all necessary and prudent to secure 
Arizona’s water future. 
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SECTION Two: A CLEAR AND COMPELLING PUBLIC INTEREST 

Because Arizona faces s@icant, increasing, and costly environmental challenges due to water scatcity, it 
must evaluate the ability of the private water and wastewater industry to meet those challenges over the long- 
term and to do so in an affordable way for Ib;litycustome~s. Arizona’s private water industrylies in the path 
of Arizona’s future growth, therefore the Commission must play an active role in planning for ~ M ’ S  
water future. 

Economies of scale and future water scarcity and increasingly strained sources are critical factors that support 
the consolidation of the highly fragmented Arizona water industry. There are over 300 firms providing 
private water and wasfewater services in Arizona - and as the environmed challenges and costs mount, 
more and more of those firms will become non-viable and more and more will descend into economic crisis. 
The Commission has, since 1998, been concerned with the viability of small water systems; and with the 
drought and the long-term change in Colorado River supplies, the time has come to address consolidation of 
the industry. 

At the outset, it is imperarive to recognize that not all s d  systems have to be consolidated - the 
Commission’s interest is simply in ensuring that each water and wastewater system has adequate financial, 
managerial, and technical abhtyto provide safe, adequate, and reliable service both today, and into the future. 
To that end, the Commission should amend its Annual Report rule to also requit Water and wastewater 
systems to include the following data and any other information the Commission deems necessary 

0 

0 

0 

0 

Regulatory compliance currently (ADWR, ADEQ, ACC, ADOR, and county and Gty compliance). 
Regulatory issues the company foresees in the next five years. 
Basic Financial Ratios: DSC and TIER, which measure l iquieand viab&y. 
One par Capital Improvemnt Plans that estimate: 

o the capital improvements (for repair and replacement of existing id-), and 
o development that the uthy believes will occur in that &frame (with the u t k y ‘ s  plan to 

cover those costs through MXAs, HUFs, and/or debt and equity financing.) 

The Commission needs to also establish and levee sanctions and fines for willful failure to comply with 
regulatoryrequkments and standards. This will help encourage companies to establish adequate financd, 
managed, and technical ability to meet the challenges of today and tomorrow. 

However, simply relying on the “stick” of regulatory oversight is not likely to be sufficient. The Commission 
should focus on improving the regulatory and financial climate for srnall mter companies to ensure they are 
fh frequent rate cases, b d d q  their financial strength, and pmparing for a more challenging water future. 

Responsible Water has launched effom to aid small, troubled m e r  companies to assist them with regulatory 
compliance and financial challenges. Additionally, Responsible Water is launching a free water seminar series 
to provide small  water companies with detailed briefings on regulatory issues, compliance, and financing. 
The Commission and the Depamnent of Water Resources are also participating in the seminar series - thus 
tying outreach and information to the “carrot” and “sticl? and increasing the ability of small  water companies 
to meet Arizona’s 21st Gnturywater challenge. 
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The public interest is well outlined in a memomdurn provided to us from Steve Olea, Dkctor of the 
Commission’s U h t y  Division: 

‘‘Unfonmately, it is not Uncommon for small, troubled water systems to develop compliance issues 
with federal, state, or local requirements. Very often, these troubled systems lack the financial 
capacity or the technical expenise to correct these issues. When such a small, troubled system is 
acquired bya latge, well operated, and well financed water system, the potential for s&iant 
benefhs to ratepaps is obvious. This is the type of consolidation that should be encouraged, and 
the commission’s acquisition policy should be tailored to these types of situations.” 
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SECTION THREE: PATH TO CONSOLIDATION 

Consolidation is often used to define many different types of outcomes. To begh the discussion we need to 
define the different progressions of consolidation. The first and most typical consolidation is a simple 
acquisition - where a larger company simply acquires a smaller company. This may bring some economies of 
scale to the acquired company13 However, for the most part the smaller company is still largely autonomous 
with its own rates and opemtions. 

The next progression of consolidation occurs when the smaller acquired company is merged with other 
regional holdmgs of the large company. This “regional consolidation” can result in more economies of scale. 
This is accomplished through geogmphicallycombined rates, opemtions and management. The fd 
progression is when the larger company is allowed to merge all of their holdings into one company and 
establish a s  that apply to all their customers. This “integrated consolidation” allows for the greatest 
economies of scale (and scope.) To allow for this consolidation to progress in the public interest of 
ratepayers, a strong set of criteria needs to be developed to helhgentlytransiuon from small  acquisitions to 
regional consolidation, and then, if justified, full integrated consolidation. 

The process le+ to full scale consolidation is a long one and it fundamentally starts with the basic 
acquisition. Therefore, the key to reahng the end goal of large scale integrated consolidation is to first 
encourage acquisitions. 

There are four main enabhg policies: 

1. Rate base acquisition adjustments 
2. Allowdnce of regional consolidations 
3. Rate of return on equhy(R0E) premiums 
4. Cash flow/opemhg margin inducements 

The first two policies are specific to the situation and company- therefore limiting the scope and the ability 
to streamline their application. However, ROE premiums and cash flow inducements can be setup for 
statewide application through slidmg scale mechanisms andor qualifying criteria such as class of company 
being taken over, water loss thresholds, ce& financial meuics, etc. The abilityto possess a regulatory 
toolkit that can be customized when need be or streamlined when the situation calls for it will enable more 
acquisitions and thus deliver integrated consolidation sooner. 

Each policy tool Wiu now be described in de& 

Acquisition Adjustment - Strenheninn - Viabilitv. Incenting Acauisitions 

An “Acquisition Adjusunem’’ is a decision by a public utility commission to include some or all of the 
acquisition cost of a company into the company’s rate base. Most small water companies have verysmall 
(and in manycases, non-existent) rate bases. 

This occurs because of several factors: First, oftentimes the original plant has simplybeen fullydepreciated 
over time; Other times, these companies don’t have the financial resources to build their infrastructure so 

~ 

13 And perhaps also economies of scope if the acquirer is, for example, an integrated water and wfewater company and 
it acquires a strictly water company. 
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they rely on developers to build and finance the dityplant - meaning it becomes a[AC and is excluded 
from mte base; Finally, very frequentlythe company does invest in plant and repain, but the developer CIAC 
is so large that it simply negates the owners’ investment. In each of those cases, the companfs book value is 
virtuah/nothing; but its service area and operating revenues have financial values that support an acquisition 
price well above book value. 

However, the buyer of the company has no way to recover the acquisition price if it is not included in rate 
base. Sometimes, that sunk cost is adequately compensated by the opportunity to grow the acquired entity or 
simplythrough the revenue stream fromthe acquired company An example of that sort of acquisition is 
EPCDR’s acquisition of & a P d  Water in Fountain Hills. EPOOR paid an acquisition cost approximately 
30% higher than Chaparral’s book value, but the economics didn’t necessitate an acquisition adjustment. 

That example comes with a huge caveat - chaparral W a t e r y ,  by all accounts, a successful, capable, well- 
managed companywith more than adequate financd, managed, and technical a b i i .  What Acquisition 
Adjustments and a Consolidation policy must address is companies that aren’t viable, or are in danger of 
f a b g  into crisis because they lack the financial, managed, and technical abilityto dea with current and 
looming issues (such as, e.g., Arizona’s drought.) 

There are two sources the Commission and the C o w  must consider when determining the justness of an 
acquisition djustment - Judge Learned Hand, one of America’s greatest jur;Sts, in the 1943 Niagam Fallr 
Power Co. decision, and Professor James Bonbright, who wrote “Principles of Public Utility Rates”. 

Judge Learned Hand in N i a m  - Falls Power Co. v. Federal Power Commissiod4 

If the rate base were to be set at the price paid by the new purchaser, then “the [company] who does 
not sell is confined for [its rate] base to [its] o r igd  cost; [the company-j who sells can assure the 
buyer that [it] may use as a base whatever [the bu~er] pays in good faith. If the [seller] can persuade 
the buyer to pay more than the o i g d  cost the difference becomes a part of the [rate] base and the 
public must payrates computed upon the excess. Surelythis is a most undesirable conclusion” 

- Niagara Fallr Power Co. v. FederalPotuer Commfision, 137 F (24 787,793 
(1943) 

Thus, Judge Learned Hand’s view is: If the Commission simply allows any cost above o@ cost to 
be included in rate base, the seller will “assure the buyer that [it] may use as a base whatever [the 
buyer] pays in good faith.” This will increase sales, but it will do so by changing the economics so 
that buyers become more indifferent to the purchase price, and sellers realize that the regulatoryprice 
constraint no longer exerts a downward force on the price they ask 

Professor Bonbripht. in “Princides of Public Utility Rates” 

“[llnvestors are not compensated for buying lltllnyentelprises from their previous owners... Instead, 
they are compensated for devoting capital to the public service.” 

- Chapter X I ,  “On@nal Cost versus Subsequent Acqubition Cost” section. 

14 As cited in “Principles of Public utility Raws” (Chapter XII, ‘‘Original Cost versus Subsequent Acquisition Cost” 
section.) 
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“The foregoing conclusion is subject to revision if the transfer of the properties to their present 
corporate owner was an essential, or at least a desirable, part of a program of integration, justified in 
the public interest for the purpose of securing ope* efficiencies that would offset any 
unavoidable excess in acquisition costs over original costs. In such a situatio n... a claim bythe 
[purchasmgl companythat its purchase of the acquired properties was, in effect, a devotion of capital 
to the public service, cannot be dismissed as without merit.” 

- Ibid 

[In such a situation, the purchasingl “company may properly receive an opportunityto prove its 
claims, although difficulties of proof are serious. Proof should be more readily adduced with respect 
to meigels and acquisitions, the terms of which have first been cleared with the regdating 
commission after a full public hearing and investigation.” 

- Ibid 

Thus, Bonbright’s view is the acquisition cost is not aper se contibution to the public service Warranting a 
return - d e s s :  

1) The acquisition was justified in the public interest, and 
2) The acquisition costs allowed were set after a full public hearing and invesigation. 

Therefore the Commission should not do what Judge Hand warned about, it should not “simply allow any 
cost above original cost to be included in rate base”. It should follow Professor Bonbnght’s pathwayto 
consider whether “the transfer of the properties to their present corporate owner was an essential, or at least 
a desirable, part of a p r o w  of integration, justified in the public interest” by evaluating such claims through 
the hearing process. 

This view is also reflected in h4r. Olea’s recent memorandum on acquisitions: 

“The commission should not provide ratemaking incentives for consolidation simply for the sake of 
consolidation. In order for an incentive to be appropriate, the wdter company s e e k  the incentive 
must showthat the consolidation will provide dear and tangible benefits to ratepayers in an 
amount that is at least equal to the proposed incentive. Futthennore, an incentive should not be 
awarded unless the purchase price is the product of an arm’s length negotiation. The fact that a 
consolidation may provide benefits to the respective systems’ shamholders/owners is not a factor 
that should support award of an incentive.” [Emphasis added] 

While we wholeheartedly agree with nearly e v e h  Mr. Olea states in that paragraph, we caution the 
Commission on the hghhghted text: Quanufying the benefits of consolidation to determine if they are “at 
least equal to the proposed incentive” is not possible, and with all due respect to our friend and colleague, 
that effort does not address the real reasons for consolidation. 

The US. Drought Monitor shows the severity of the West’s and Arizona’s drought. It is now known, for 
certain, that the Colorado River was over-allocated and that the River is more volatile than anyone 
anticipated. Arizona has been in persistent dmught conditions for over a decade and it appears that rain and 
snowfall are now more volatile and will remain so, whatever the cause. 

ADWR is correct in stating the need for sigdicant increases in water monitoxing, conservation, r e c k d  
water reuse, and the need to begin laying the groundwork for desalinaton. Those are vastly expensive 
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individual elements - and yet, Arizona needs to take all those steps and begin doing so today, h n a  is at 
the end of the “cheap water“ era and at the forefront of a world in which water is more scarce, more valuable, 
and more expensive. 

Consobahtion and economies of scale wdl not continue the em of cheap water- thy will imp4 smooth thepatb to theji tm 
vahe and cost of water in Arixona. 

Consolidations will be very unlikelyto “pencil out” in the near term - because the cheapest come of action 
in the near term is always to do no-. But over the longer term, within the next decade and celtainy 
bepndthat water is going to become expensive and will require hightysophisticated, financdlystrong water 
management companies. That is the true benefit fmm consolidation - and that should be the test the 
Commission applies when considering consolidatiom and acquisition premium. 

The Commission should evaluate applications for acquisition adjustments on a case-bycase basis, but it 
would be well served by establishing that there is a compehg public interest in seeing the water industry 
strengthened through a program of acquisitions that lead to consolidation. 

The Commission should adopt an acquisition policy similar to those of Pennsylvania‘s Public utlLt>. 
Comrnission~5 Pennsylvania’s policy lays out a few major points: 

0 

0 

0 

The intent of the policy is to increase mergers and acquisitions to achieve regionalizaton. 
Each acquisition must serve the public interest. 
Acquired systems are below a certain size (3,300 connections), and the acquired systems mas: 

o Notviable; 
o In violation of statutory or regulatory standards concerning the safety, adequacy, efficiency 

or reasonableness of service and facilities; 
o Fail~ng to comply, within a reasonable period of time, with any order of the Department of 

Environmed Protection or the Commission. 

Here we must note that the above criteria from Pennsylvania should not be construed as nqui~ng each of 
those elements. To do so would be to instanth/create an incrediblyperverse and dangerous incentive for 
small systems to ignore statutes, regulations and orders. The Pennsylvania model simply lays out three 
criteria, any one of which (combined with the prerequisite limit on system size) can be evidence of “public 
interest” in the acquisition and thus the awadng of an acquisition adjustment. 

Pennsylvania also allows an ROE premium to be combined with the acquisition to address and incent 
“associated improvement costs.” Meaning that, if the acquired utility has significant investment needs, the 
Pennsylvania PUC can provide an ROE premium to make the acquisition of the troubled system even more 
attractive. 

In an interview in Arizona Regulatory Reports, Pennsylvania PUC Chabman Robert Powelson explained that 
Pennsylvania’s “policy of encouraging regionalization and consolidation via inter-agency cooperation and 
acquisition incentives has resulted in improved water quality and service reliability for many customers 
throughout our state”. Such a result is by itself meanin%ful, but Mr. Powelson also explained that ”customers 
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who were previously faced with chronically non-compliant service from small, marginally viable providers” 
were now seeing improved quality, reliability, and safety in their utilrty service.16 

That same article provided the following graph which demonsmes e d y  how effective the Pennsylvania 
policy has been in incentjng consolidation: 

Pennsylvania Policy Statement on Acquisition Incentives 
52 Pcnn. Admin. Code 55 69.711.69.721 

e:...- . ~ . , . _ ._  ................ 
Water& wastewater Companies 

._-_ * . . . . . . . . . .  ... 

. . . .  _. . .- . .  -----... .... 

....... ........... ..II ..... - 

.- .... - - ..... -.- I..-.-. ._-- .. 

- ............. 

. __ - . - 
Re-1996 1999-2OOo 2009-2010 

.... 

- 

.- 

Reeional - consolidations - authorizinp the unification of PeoPraDhically close systems 

It is quite possible that a company could acquire a smaller company that is situated in close proximiq 3 some 
other companies they own. These companies could for various reasons be consolidated into a regional entity 
with common rates, operations and management. This could occur if there were common facilities, shared 
water supply or potential economies of scale. For example, maybe the newly acquired company has a well 
that can pump more water than is needed and the neighboring company faced a shortage of water. It maybe 
more cost effective to run pipe from the producing well to the other company’s system than to drill new 
wells. There are many other examples of why regional consolidation makes good business sense, most of 
which are so obvious that they needn’t be repeated here. 

Rate of return on eauitv (ROE) premiums 

To narrowlytailor the rate- incentive to the behavior that the Commission wants to encourage, the 
Commission could consider specific risk adjustments to the acquiring company’s return on equity(“R0E”). 
The risk adjustment to the ROE could be limited to the system improvements (once completed) that are 
needed either to bring the acquired water system into compliance or to address qualay of service issues, 
similar to Pennsylvania’s “associated improvement costs” reason for an enhanced ROE. 

16 Arizona Regulatory Reports, Issue 11-4, August 2011 
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Focusing on the ROE in this manner more narrodytailon the ratemaking incentive to the behavior that the 
Commission would like to promote: the acquisition of smaller, troubled water companies by larger, well 
managed companies a t h e  subsequent completion of system improvements. 

Under this approach, the purchase price in the acquisition could be irrelevant; ie., the ROE premium on its 
own could encourage and incent the acquisition without the need for an acquisition adjustment to rate base. 
The buyer would retain the incentive to negotiate the best possible purchase price (because he would know 
that the Commission would not increase the rate base bythe acquisition premiuni), and the seller would have 
less reason to expect that an inflated purchase price could be simplypassed on to ratepayers. At the same 
time, the buyer would have an incentive to purchase a troubled water company because he would know that 
the subsequent prudent investments that are necessaryto improve the acquired system could be elqyble for a 
lugher ROE. 

The precise adjustment to ROE would need to be determined in a rate case that is filed after the system 
improvements have been made. For example, if the ROE analysis in a m case resulted in an ROE of 9 
percent, and if the risk adjusunent were 100 basis points, the ROE for the system improvements would be 10 
percent, and the ROE for the remainder of the system would be 9 percent. The Commission may also w a ~  

to consider whether the system improvements would continue to be e@le for an adjusted ROE in 
subsequent cases. 

It is important to recognize that both of the me+ mechanisms discussed herein (the acquisition 
premium and the ROE adjusunent) will result in higher rates. 

Cash flow/oDerating marein inducemente 

The water and wastewater industry can only be consolidated by a) making companies viable, and b) incenting 
the acquisition of non-viable or challenged utilities. This view was precisely espoused in the commission's 
1999 Water TaskForce report, and it was repeatedlystated in the Commission's 2011 Water Workshops. 
Very often in the review of acquisition policies the former point is forgotten, ie. that strengthening viabdq is 
an essential tool in consolidating the industry. 

''[Slmall Wdter utilities are clearly more risky than large water utilities and theorywould support the 
notion that the required return on investment should be higher for small water than for large water 
companies."~7 

By strengthening the viability of water and wastewater uulities, the companies become economically attractive 
without the need for an acquisition adjustment. Encouraging friendly mergers and acquisitions by ensuring 
financial viabilqis likelyto be a lower cost path toward consolidating the industry and achieving economies 
of scope and scale. 

The Commission's recent decision to consider adjusting utilityclassification revenue thresholds to account 
for inflation is likely to be useful in this regard, because it is likely to make rate case fM less costly and 
simpler for small  and medium-sized water and wastewater utilities. A second step the Commission should 
consider is increasing the operating margin that is provided to utilities that lack rate base, as is the case for 
most smal l  system. A range should be established by the Commission after careful considemion. Criteria 

17 Water Uulity Risk and Return", Page 20 
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should be developed to allow the Commission to have the flexibky to set the percentage on a case by case 
basis. Currently, the Commission allows operating margins from 5 to 20% (akhough the authors’ experience 
is that the margin is usuallyaround 100/0). Byway of comparison, in California, the smallest water utilities 
there - the Class C and D companies - receive operating margins of 20.7370 and 22.08% mpenively.lS 

The California position is supported by its determination that “a small  wdter I+;lhy‘s earned rate of return is 
significantly greater than that of a large water utility. Small water utilhies also face greater operating risk and 
much greater regulatory risks than large water UtilitieS.”l9 

The key considemion here is tha~  an operating margin is not the same thing as a rate of return - indeed one 
look at the California Public Utility Commission’s most recent order on rates of return and operating LnaTgifls 
shows that the operating margin is about twice as large as the rate of returr~ To many people that will be 
bewildering - but what one must remember is that an operating margin is not the “rewn” for the investots 
and owners of a *, it is simplywhat they have left after paying their operating expenses. Their operating 
margin is what they have available to deal with any operational or financial challenge - the California PUC 
explicitlytakes “into account the high operational risks faced by Class C and D water utilities” and grants 
them operating margins nearlytwice the size of a traditional rate of return - the reason is that a key “factor 
contributing to small  water utility operating risk is their very high operating expenses to operating revenue 
factor.”2* 

Again, bear in mind that a small  system using an operating margin is, by definition, a system without 
significant rate base - it lach financeable assets, thus it must operate on a cash flow basis. Anysgpificant 
operational or f i i c i a l  challenge must be dealt with in cash, not financing. Therefore it is e s s e d  that 
operating margins for small systems be increased to levels at least similar to those in California's regulated 
industry. 

Those first two steps, adjusting utility classifications to account for inflation (thus reducing the time and 
expense of m e  case f i i ) ,  and providmg a healthy operating margin; will dramatically improve the ability of 
Arizona’s small water and wdstewater providen to deal with the environmental and regulatorychallenges that 
lay in their near future. 

Those steps will incent small  water and wastewater utilities to file rate cases - allowing the Commission to 
begin getting a good look at the industry as it actuallye xists... Most of these systems haven’t filed a rate case 
in decades, and the Commission frankly has no idea what their situation and strengths maybe. By incenting 
the filing of rate cases, the Commission will get a real look at the small water situation in Arizona. 

The effect of those two steps will be to rnake the industry healthier and more transparent. Both are essential 
to dealing with Arizona’s wdter challenges, and to beginning to consolidate a highlyfragmented industry. 

Acquisitions are hampered not only bythe lack of an acquisition adjustment incentive and the inabilityto 
consolidate rates (more on that later); they are also greatly hampered by the fact that many small systems are 
financially unhealthy and there is no real way to evaluate a company’s position before one makes an offer and 
gets access to its books and records. Rate cases solve both those challenges and will make it easier for 

18 See Attachment 2 
19 “Water Utility Riskand Return”, Page 1 
20 Ibid, Page 16 
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consolidators to evaluate and idenufy good acquisition oppo&s, and to use real information to evaluate 
and negotiate a fair price. 

Before concluding this section, we must hi%hlight the fact that in Arizona, many small water companies have 
demonstrated very significant challenges interpreting and navigathg the Corporation Commission's rate case 
process. 'Ibis is not an indictment of the Arizona Commission, it is a common problem "Many small  mater 
udit ies have M e  or no contact with the Commission until they experience major fiscal or operational 
difficulties." That quote describes Arizona and many other states, but it is from "Water LkhtyRisk and 
Return" published bythe California PUC, describing California's regulato~climate.2' 

Therefore we urge the Commission to consider establishing an Ombudsman office - staffed with an 
accountant, an engineer, and an attorney. The Ombudsman office would have twu missions: First, to assist 
small companies after they file a rate case or a financing applicatioq and second, to conduct ouueach to the 
small water industry and to customers of small water systems to explain the Commission and its processes. 
They would not be there to represent the company but to assist them through the process. All too often, 
companies and customers are as confused as anpne bythe Commission's work That is in no one's interest. 

Those steps, if combined with a Commission policy allowing rate consolidation, will lead to significant 
consolidation. 

Should the Commission wish to further incent rate case fw, it could consider an incentive dong the lines 
ofthis,againfrom"WaterUt;lityRiskand~~": 

"For whatever reason, many small &s do not come in for needed rate increases. Allowing 
automatic rate adjustments which could be set to an index would allow the udityto recover those 
expenses that are out of the control of the utdxty. Therefore, the recovery of lost or gained revenues 
are not adjusted when the uthy saves or wastes money and the stockholders will bear these gains or 
costs. Indexing will also preserve the incentives found with test year ratemakq."a 

An example of such an adjustment would be a power supply adjustor - allowing those, on a case by case 

incentive to file rate cases, and could also reduce small water companies operating revenue risk 
' basis, but only after the company files a rate case and gets Commission approval, could provide an additional 

21 "Water Utility Risk and Return", Page 12 
22 Ibid, Page 23 
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SECTION FOUR: CONSOLIDATION OPPORTUNITIES 

To achieve IIMximum economies of scale will require the Commission to begin consolidatmg rates within 
each udq,  and consolidating the industry into larger more viable parent companies. 'Ihese approaches will 
allow water systems to deal with unexpected costs and to attract capital on more reasonable terms. When one 
thinks about unexpected costs, most people think of well failures, but it also includes added and changed 
water qdtyregulauons and standards, increasing costs for CAGRD and CAP water, and increasing power 
costs. Additionally, changes to water qualnystandards, as occurred in the case of Arsenic, have significant 
costs and effects on customer bills. Consolidation of rates among affiliated system and consolidation of the 
indusuyitself can mkigate those impacts. 

Rate Consolidation 

The first component of consolidation deals with consolidating the rates of affiliated systems. The 
Commission has consolidated the rates of affiliated systems in the past - notably Libw Water's McLain and 
Suntise systems in Cochise County and the Commission has also deconsolidated the rates of affiliated 
systems - notably Anthem and Agua Fria in Maricopa County.23 . In both cases, the Commission 
determination centered on customer rate impacts. 

The elecuic, gas and telecommunications industries have long recognized that under rate consolidation more 
people have better service at a reasonable price. Under rate consolidation the regulatory process is also less 
cumbersome and expensive to both the public and the company involved. Consolidation avoids multiplicity 
of rate cases for each individual system, and simplifies the handltng of questions and complaints by the 
r e g u h o ~ ~  commissions. And it strengthens the ability of utilities to withstand regulatory changes, 
environmental challenges, and economic challenges by spreading those costs over a larger, common, group of 
customers, Le., by taking advantage of the economic fact that economies of scale exist. 

One difference between the electric, gas and telecommunications industry and the water companies that must 
be addressed is that the other utilities customers all  share common transmission systems. It would be 
necessary for the Commission to determine what factors are applicable in the water and wastewater 
consolidation decision Factors may include but not be limited to common water resources, ie., same aquifer, 
or common uthymanagement, i.e., shared plant, shared services, common management, shared staff or 
future need for shared water sources, ie. CAP or other surface water that requires large treatment systems. 

As mentioned in the previous section, in order to achieve a wide spread, sqpficant consolidation of the 
industry, rate base acquisition adjustments, allowance for regional consolidations, nte of return on equity 
premiums, cash flow and operating margin policies that strengthen smal l  water companies must become tools 
that the Commission utilizes to encourage regional and integrated consolidation. This would allow the 
Commission greater flexibihyto pickthe tool that best fits the situation. 

23 We note that recently, another development, Cone Bella, has petitioned the Commission to deconsolidate themselves 
from Agua Fria, thus continuing to deconsolidate a once-regional operation. 
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SECTION FIVE: SUMMARY AND RECOMMENDATIONS 

In the final analysis, we believe that Arizona’s environmental reality, and its expected population groweh in 
areas served primarily by private water and wastewater utilities are sufficient justification for embarking on a 
Commission poky supporting and incenting consolidation of the private water industry. Aritona’s water 
situation is not “dire” but it is, as it always has been, complex, challenging, and ever-chaqpg. Knowing that 
the majorhyof small  water systems lack financial and ope~&onal strength and knowing that Arizona’s water 
situation is becoming more difficult is all the evidence the Commission needs to embark on a Policy of 
consolidating and mngthening the industry before Arizona’s population doubles in size. 

But there are other benefits which we have also established in this papen Customers will benefit from 
economies of scope and scak; the Commission will get a f i r  p p  of the actual A-world financial and 
operational situation that small water companies face; the Commission will have greater overs@t into the 
industry- and the industryitself will become much more uanspare~  and fdlyY Arizona residents will 
receive what Pennsylvania‘s PUC was able to attain for its residents: improved quakcy, reliability, and safety in 
their utility service. 

Pad Walker 
chairman 
Arizonans for Responsible 
Water Policy 

Pat Q;nn 
Director 
ArizonaResidential utilny 
Consumers Office 
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that itienti&s possible stategks and projects to pursue to reduce these knba&mcer. Thiz Smstegic 
Vision creates the frammrork for a n a m  of potential strategies and provides cmext for maximizing 
them to addnu the needs af muEupk water uses across the State. 

Strategic Vision 
Plennlng Arwur 
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Addressing the needs of Arizona's aibal communities was atso an important part of Arirona's water 
management hisory R# State Qf Arizona and non-Indian water u ~ r s  hare becn wtmihg for dKMks 
to dtvtbp equitable drrtribut#n of Ar&mna% water suppfks in coopemtion with tts tribal commdm 
ttwwgh settlement of thew dams. 

1 
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mandatory water conservation reqwements* Anrona has seen significant knprcwemmt in water UK 

effiaencics, as ilkKmrtcd in Figure EM. btlow. 

40 

-f 0 

Arizona Water Use, Population and 
Economic Growth (1957-2011) 
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The achievements outlrned serve as a guide for future p~ann~ng as they are the resuit of strong 
c o ~ ~ ~ ~ e ~ t s  and SI ftrnents in trme and money to realize the benefits of she projects. 
E ~ a ~ ~ ~ s h i n ~  and p ~ ~ M i n g  a wwon for water re  or f ~ u r e  generat~ons of Antonans must begin well 
an advance of the need in order to ensure ord v e l o ~ ~ e n t ,  avoid economic ~ i s ~ p ~ ~ ,  and protect 
the u n ~ ~ u e  and precious en~ironment that y.  an^ of the elements of A r u ~ a ’ ~  water 
develQ~me~t  hrnory were shaped ate ~ a ~ n ~ r s h i p s  Such arrangements are ttkely 
to b e c o ~ e  more c o ~ ~ o n  and necessary, as the fede~a~  go~ernme~t~s  role in water develop~ent 
projecrr conti~ues to  evolve. 

Future Water Supplies & Demands 
the State has an e x ~ ~ ~ n g  miid water ~ a n a g e ~ e n t  

ands driven by future economic deve~opment are a ~ t i ~ i ~ a t ~  to o ~ ~ p  eximng 
the a ~ i ~ a b € ~ ~ ~  of surface water supp~ies have been reduced in recent years as 

ghout the Colorado Rwer Basin. Quemons 
to our abrlny to maintain an approp~ate 
p~anning efforts are i n ~ r u ~ e ~ t a ~  in the 
has been anrvely e~a l~a t i ng  future water 

een demands and sup~ly 

su$p~~ and d e ~ a ~ d  c o ~ d ~ ~ n s  for decades 

Every ten years, c o ~ s ~ e n t  wrth State statute, ~~~~ assesses water s u p p ~ ~  and demand c o n d ~ o ~ s  in 
each of the State’s ANIAs. pri chreve the ~ a n a ~ e m e n t  goals rdentfied 
by the L~g:s#atur~ for each and 2010, in an t i c~p~ ion  of the next 

anage~ent Ptan, AD R developed a d ~ ~ a ~ ~  and s ~ p p l ~  assess~e~t  for each af the five AMAs to (1) 
~ a i u a t e  as current satus and  ab;^^ to ach water ~anagement goats for these five 
areas and ( 2 )  to frame the d~scussions far ement nrategres needed to meet and 

p r o ~ d ~ n g  ~ t e r ~ ~ ~ t ~  ~ n f ~ ~ a ~ o ~  on a local, regional and natewtde level to frame 
~ l ~ ~ n ~ ~  and ~ e ~ ~ ~ o ~ ~ e ~ t  e ~ a ~  The d e w e ~ o p ~ e ~ ~  of the Atlas also spurred the 

i nuo~s~y  up~ated as water uze 
low both for focus on specrfic 

cre-feet per year in 2110 
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i- 

Anow factor ICI tnt uHRp(c*ity of developing water suppks IS the ANma wum law system, a 
and federal laws, with groundwater and surface 

rules- While the groundwater manugment sy 
fW, the surface water system (except for l v e P  supplies) IS 
. coionrdo Rwer supplies are managed in coopcramn wnh the State, but 
RNcr water are masted through the US Secretary of Ute lntenor and 
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administered by Reclamation. Redaimed water is managed under a completely different set of 
regulations and policies, and its management framework was s ieni int iy influenced by case law’. This 
kgal complexity adds to the challenge of ensuring that adequate supplies exin to meet the demands 
across the state. 

Fwther addmg to the legal compluritics within the State are the on-going general stream adjudications 
of the Gila and Lmk Colorado Rivers. General stream adjudications are judicial proceedmgs to 
determine or establish the extent and prioricy of water rights. The Gila River and the L i  Colorado 
Rmr adjudications were initiated in 1974 and indude water uses and daims by both state and federal 
ent i t rs .  m e  State parties include munuialitics, mines, utility companies, private water providers, 
water users‘ assocktiins, conservation distrkts, i r r i i t ion districts, state agencies and individual water 
users that rely on water diverted from streams, lakes, springs, stored in reservoirs or stodrponds, and 
withdrawn from wells. Within these proceedings, water rights are also being adjudicated for water uses 
on Indian resenrations and federal lands including military installations, conservation areas, parb and 
forests, monuments, memorials, and wilderness areas. These water uses may indude both surface 
water (no,Rc4lorado River) and groundwater in certain instances. As of July 2013, there are 83,244 
surfsce water claims m the Gila River Adjudication and 14,522 claims in the Little Cdorsdo River 
Adjudication. While progress on t k  adjudicstion process has been c o m p l i e d  by the diversity of 
water users and claimants, the State has made significant progress in reducing uncertainty through 
execution of Indian Settlements resolving in whole or in part 13 of the 22 tribal claims through Court 
Decrees or negotiations culminating in Congresrionaliy authorized settlements. 

Over the next 25 to 100 years, Arizona will need to identify and develop an additional 900,oOO to 32 
MAF of water supplies to meet the projected water demands. Whik there may be viable local water 
supplies that that have not yet been developed, water supply acquisition and/or impoftation win be 
required for some areas of the State to realize their growth potential. Exampks of these potentiat 
supplies are: 

1) Non-Indian Agricultural Priority CAP water; 
2) Reclaimed water/water reuse for which them is  not yet delivery or stonge infrastructure 

constructed to put it to direct or indirect use; 
3) Groundwater m stowe (both potable t? brackish supplies); 
4) Water supplies developed from revised watershed management practices; 
5) Water supolks developed through weather modification; 
6) Water supplies devebped from large-scak or macro rainwater harvesting/stormwater capture; and 
7) Importation or exchange of new water supplies developed outside of Arizona (e-g-, ocean 

desalination]- 

Stratepic Vision 
Arizona could be facing a water supply imbalance between projected demands and water supply 
availability approaching 1 million acre-feet in the next 25 to 50 years. In many portions of the State, this 
short term imbalance can like& be solved with enhanced management of locally available water 
supplies. However, there is n l  a need to develop the financing to construct the infrastructure 

4 
Arimmhbk.Jm. t 0 . V . ~  
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necessary to  accomplish this. The imbalance is projected to  increase by an addiina12.3 MAF by the 
year 2110. m e  availability of local water supples to  meet these needs will vary based on the 
dibution and intensity of the demands thromut each region of the State. The messes unposed by 
these imbahrues would be experienced by all water using secton in the State and would l i d y  have 
undesirabk envirmentat consequences. 

Local water supplies may not be sufhaent to  address these longer term needs and more options must 
be explored and evaluated, inckrdq importation of new water supplies from outride of Arizona. 
Pursuit of long-term options will require sustained investment and commitment by Arhona's policy and 
business leaders. In order to  avoid economic disruption, these effons must begin immediately to 
ensure the kng-term solutions are in piace in advance of the need and the environment that makes 
Arizona unique is adequately and appropriately protected. 

Regional Stratcgk 
No shgk strategy can address projmed water supply imbalances across the State. Instead a portfolio 
of strategies needs to be implemented dependent on the needs of each area of the State. It is very 
important to recognize the uniqueness of the various regions throughout the State and the varying 
chalknges bang those regions. A more thorough regional overview and evaluation of the water supply 
needs is required for each of the twmty-two Tlanning Areas' within Arizona and is contained in Section 
111 of the Strategic Virion. lhese Planning Areas (see Figure ES -2) have been identificd based on possibk 
short-term and long-term strategies available to meet the projected water supply imbalances. Table ES- 
1, bekw, hehlights the ponfoli of strategies that have been identified andthe applicability t o  each of 
the Planning Areas. Many of the necessary planning efforts are well undemy in some regions. 

Statewide Strategic m-m*ties 
In a n a m  all the strategies on a regional basis it became clear that there are spec if^ measures that 
have widespread potential benefit to all Arizonans. Strategic priorities are identified below which ADWR 
believes will move Arizona forward through b next century. Additionally, action items have been 
identihed for the first 10 years following the submittal of this report induding a requirement fw the 
continued review and update of this report every 10 years. 

The identified statewide strategic priorities are: 

1) Resolutbn of lndiun ond Non-Indian Water Riahts Uaimg 
Arizona has been succmful in resolving, either in whole or in part, 13 of 22 Indian water rights claims, 
providing substantial benefits to  both Indian and non-Indian water users. However, the general stream 
adjudications, which began in the 19705, remain incomplete. Completion of the genersl stream 
adjudkation wilt rrsult in the superior Coon issuing a comprehensive final decree of water rights. Until 
that process is compkte, unceftahty regarding the nature, extent and priority of water rights will make 
it difficult to M m f i f y  all the strategies necessary for meeting projected water demands. ADWR believes 
that ourions need to be developed by the State to  accelerate this process. Creation of a Study 
Committee to dev-p options in a short time frame could help provide guidance to  AOWR so adequate 
funding can be identified and obtained to complete the necessary technical work to  support completion 
of this process. Development of options could initiilty focus on conceptualization of water rights 
administration in a post-adjudicated Arizona. This will streamline the Court and ADWR's effon to 

35 
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collecting and evatuating only that information what will assist in administering the final water rkghts 
*Utes. 

2) Continued Commitment to Consenration and Expand Reuse of Reclaimed Woter 
Consenration is the foundation of sustainable water management in our arid State. fhe continued 
cornmianent to using all water supplies as effiientfy as possible is necessary to  stretch wr existing 
water suppries and has delayed the need to acquire other, more expensive, supplies. Additionally, many 
nowpotable uses are curnndy being met by redaimed water indudmg: landscape irrigation of pa- 
and golf courses; agricultural irrigation; and streamflow augmentation benefitting emrynems. 
Reclaimed water is produced consistently throughout the year, with limited seasonal fluctuation. Using 
reclaimed water limits use of potable water for non-potable purposes and saves potable water for 
drinking water supplies. However, as demands increase and water supplks b e m e  more stretched, the 
need to uplore and invest in direct potable reuse for drinking water supplies will become necessary. 

3) s- nded Monitorina and Reoartino of Wuter Use 
Metering and reporting auoss the State would serve to support and enhance analysiis of current 
hydrologic conditions. However, monitoring of water use outside of the AMAs and INAS is limited. Data 
coikction is a crucial element of the development of groundwater models, which have proven to be 
mvaluable tools throughout the State in developing more thorough undemanding of hvdrologK systems 
and evaluating future conditions and potential impam of new uses and/or alternative water 
management strategies. 

4) identifvna the Role of lndtate Wutcr Transfers 
A sowce of s i g n i i n t  controversy across the State, &State water transfers have been the focus of 
much debate throughout Arizona's history. A comprehensive analysis of water transfer is needed in 
-ma. hraluation of long-term versus short-term transfers may actual@ provide insight into how 
water transfers can be developed to protect or even benefit local communities. Lessons from other 
western states that have adopted more market-based water right transfer models may be worthy of 
review as part of  this analysis. 

5) S u d V  lmportrrt ion -Desalination 
Importation of water from outside of N i n a  will likely be required to allow the State to continue i ts 
economic development without water supply limitations- Supplies derived from ocean or sea water 
desalination can be imported directly into Arizona to meet the water needs of municipal and industrial 
water users, whik at the same time providing aesthetic, recreational and ecdagical benefii. 
AltemaaiWiy, desalination can be done in partnership with other Cobrado River water users in exchange 
for water from take Mead. Potential pannen for seawater desalination indude higher prio&'y Colorado 
Rwer entitlement holders in Arizonan and California, the State of Cafifomia, or Mexico. Projects of this 
magnitude are expensive and energy intenswe, although unit capital and operating CON have 
significantfy reduced as technology has improved and are comparable to water rates in other parts of 
the carntry. More rmponantty, because of the need to identify partners and develop agreements, such 
projects will require a signiticant investment of time - up to 20 years to  bring to fruition. k a u s e  of the 
time it takes to dewtop these projects, and the more pressing need for water supplies in cenain parts of 
the State, exploration of this strategy should begin immediately. 6 
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6) 
The strategies identified above, both statewide and regional, will require capital investment. Some 
areas of the State need immediate assistance in devebping water projcctr, specifically in portions of 
rural Arizona. Unfortunately, these are areas where limited populations cannot finance the required 
water inframuclure. The Water Resources Development Revolving Fund was created by the Arizona 
State Legislature to provide financial backing for these communities, but has not been funded to date 
Seed money for this revolvine fund will be very imponant to meet the immediate needs of rural 
communities and provide long-term water supply security for many Arizonans. 

Finoncino M e e k  nism toSumorf W oter SUDD/W Resiliencv 

Financing of large-scale projects is another issue. For many years, thc water community has been 
attempting to develop options for funding water supply acquisition and inframucture development. 
These conversations and anatyscs have largely been conducted in the absence of substantial financial 
expertise and have achieved limited succcss. it is time to elevate this conversation and address 
Arizona's future water supply needs and only Arizona's community, political, and business leaden are 
capable of garnering financial resources and mechanisms necessary to m e t  these needs. While the 
water supply needs may not be immediate, addressing the fmncing of future brge-xale water projects 
needs to begin as soon as possible to ensure Arizona's industria and citizens haw secure water supplies 
into the future. 

1Wear Action Plan Outline 
legislate Strategic Vtsion update every 10 years (Year 1) 
Begii Dixursions on Ocean Desalination (Year 1) 

o ErchangeOptii 
9 California 
9 Mexico 

Mexico 
0 D W e a O p t i i  

Resolve ADOT Rit-of-Way Issues for utilities (Year 11 
Establish Adjudication Study Committee (Year 1) 
Begin Dixussions on Water Development Financing (Year 2) 

G Immediate Needs for Water Resources Development Rwolving Fund for rural Arizona 
o long-Term Needs for Large-Scale water importation projects 

Remove current statutory limitation (A.R.S. §45-801.01(22]) on the ability to receive long-term 
storage ucdi for recharging reclaimed water k p n d  2024 (Year 2) 
Review Legal and Institutional Barriers to Direct Potable Reuse of Reclaimed water - dewlop 
and implement plan for resolution (Year 3) 
Review and implementation of Adjudication Study Committfx Fmdmgs (Year 3) 
Develop and Begm Implementation of Direct Potable Reuse of Reclaimed Water Public 
Perception Campaign (Year 4) 
Begin discussions with New Mexico on an interstate cooperative program for watershed 
management/weather modification in the Upper Gila watershed (Year 4) 
Resotve Remaining Indian Settlements (Year 1 - 10) 
Resowe Gtneral stream Adjudication (Year 5 - 10) 7 
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ARIZONA'S NEXT CENTURY: A STRATEGIC VISION FOR WATER 
SUPPLY SUSTAlNABlUTV 

Conclusion 
lust as many of Arizona's greatest historic aaomplishments have been directly linked to water, 
Arizona's future success is tethered to  how effectiucly we continue t o  manage our water resources and 
devebp new water supplies and infrastructure. Yet, our present success cannot sustain Arizona's 
economic development forever and we must continue to plan and invest in w r  water resources. The 
dircrricy, variability and compkxity that are unique t o  Arizona make dwc lop i  water supply mateg ia  
difficult In some places, thcn may be local water supplier that that have not yet been developed. 
However, it is now dear that water supply acquisition and/or impartation will be required for s o w  
areas of the State to realize their growth potential. While there am local areas that require more 
immediate anion, the State as a whok has the good fortune of not lacing an immediate water crisis. 
Now is the time to begin addressing this chalknge by implementing this Strategic Viion far Arizona's 
water future. The lack of en immcdbtc probtexn increases the potential for hcdon, running the risk 
of proctastinetion ond not SUttidcnthl motivating oursthret to plan and invest in our future. Governor 
Brewer's foresight in calling for the development of a Strategic Vision for Water Supply Sustainability for 
Arizona is essential t o  guide and ensure our economic stabilitv into the next century. 
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ATTACHMENT 2 
W o m i a  Public uulity Commission 

Rate of Return and Operating Margin Policy 
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bar 2014. DWA reemmends that the folfowing aces of mum and ratty of margin be w d  for Clau C 
and Clau D wttcr utilitrcr m f o d  general m e  cases (supporting documcntaiion IS attached): 
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CALCU1.ATION OF CLASS C & D WATER COMPANY' 
HATE!! O F  HETLIRS (ROR) & RATES OF MARGlN (HUM)' 

6 Rates are calculated using h t h  retum-on-ratrbasc and rate of margin method$. 
b The method that produces the higher result is used 

4 ROR is set at a level itbavr or k:law the rccommcndcd ranges, if wmanted, 

4 Where little or no rate base exists. the ROM is  used. 

4 Thc ROM is applied to Operating F+xpenses to Jctcnninc the estimated dollat mum, 
which i s  thcn compared with the average dollar ROR on wc base. 

4 Calculations arc based on the assumption that there i s  a comparable rclationship 
betwen authorized Class B ROR a d  ROM and Class C and D ROR and ROW, 

4 Class C and D water opcrations, finances, and risks are more similar to thosc of the 
Class B watcr carnpanics, than with Class A water utilities. 

. . - -. r- . -  Forecast lnmeu Rurr t i ~ .  tils Global 
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ATTACHMENT 3 
Pennsylvania Public utility Commission 

Policy on Water Acquisitions 
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SMALL NONVIABLE WATER AND WASTEWATER SYSTEMS-STATEMENT OF POLICY 

§ 69.711. Acquisition incentives. 

(a) Genend. To accomplish the goal of increasing the number of mergers and acquisitions to foster 
regionalization, the Commission will consider the acquisition incentives in subsection (b). The 
following parameters shall first be met in order for Commission considemion of a utility's proposed 
acquisition incentive. It should be demonstrated that: 

(1) 'Ihe acquisition serves the general public interest. 

(2) The acquiring utilitymeets the criteria of viabilitythat will not be impaired by the acquisition; 
that it maintains the managerial, technical and f i i c i a l  capabilities to safely and adequately operate 
the acquired system, in compliance with 66 Pa.CS. (relating to the Public utilrty Code), the 
Pennsylvania Safe Drinku~g Water Act (35 P. S. S § 721.1- 721.17) and other requisite regulatory 
requirements on a short and long-term basis. 

(3) The acquired system has less than 3,300 customer connections; the acquired system is not 
viable; it is in violation of statutory or regulatory standards concerning the safety, adequacy, 
efficiency or reasonableness of service and facilities; and that it has failed to comply, within a 
reasonable period of time, with any order of the Deparunent of Environmental Protection or the 
Commission. 

(4) The acquired system's ratepayers should be provided with improved service in the future, with 
the necessary plant improvements being completed within a reasonable period of time. 

(5) The purchase price of the acquisition is fair and reasonable and the acquisition has been 
conducted through arm's length negotiations. 

(6) The concept of single tariff pricing should be applied to the rates of the acquired system, to 
the extent that it is reasonable. Under certain circumstances of extreme differences in rates, or of 
affordability concerns, consideration should be given to a phase-in of the rate difference over a 
reasonable period of time. 

(b) Acquisition incentives. In its efforts to foster acquisition of suitable water and wastewater systems 
by viable utilities when the acquisitions are in the public interest, the Commission seek to assist 
these acquisitions by permitting the use of a number of regulatory incentives. Accorclmgly, the 
Commission will consider the following acquisitions incentives: 

(1) Rate OfretHmpremiUmJ; Under 66 Pa.CS. S 523 (relating to performance factor considerations), 
additional late of ~ t u m  basis points may be awarded for certain acquisitions and for certain 
associated improvement costs, based on sufficient supporting data submitted by the acquiring utility 
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within its rate case f*. The rate of return premium as an acquisition incemive may be the most 
stnightforward and its use is encouraged 

(2) Acquisition a#astnzent. When the acquiring uulty's acquisition cost differs from the depreciated 
o@ cost of the water or wastewater facilities first devoted to public use, the difference maybe 
treated as follows for ratemalung purposes: 

(i) Cndt acquisition aujizstmeent. Under 66 Pa.CS. § 1327(e) (relathg to acquisition of mter and 
sewer facilities), when a utility pys less than the depreciated onginal cost of the acquired system, the 
acquiring utility may book and include in rate base the depreciated oxiginal cost of the acquired 
system, provided that the difference between the acquisition cost and depreciated origtnal cost 
should be amortized as an addition to income over a reasonable period of time or be passed through 
to ratepayers by another methodology that is determined by the Commission. The acquiring utility 
may argue that no amortization or pass through is appropriate when the acquisition involves a 
matter of substantial public interest. 

(h) Debit acqazition u#gstment. Under 66 Pa.CS. § 1327(a), when a d t y  pays more than the 
depreciated original cost of the acquired system, the acquiring utility may book and include in rate 
base the excess of acquisition cost over depreciated onpa l  cost of the acquired system, provided 
that the utility can meet the requirements of 66 Pa.CS. § 1327(a). When the acquisition does not 
qdfyunder 66 PaCS. § 1327(a), the debit acquisition adjustment should be treated in accordance 
with generally accepted accounting principles and not be amortized for ratemakmg purposes. 

(3) Dejrai ofacqzkition impmyement costs. In cases when the p h t  improvements are of too great a 
magnitude to be absohed by ratepayers at one time, rate recovery of the improvement costs may be 
recovered in phases. There may be a one time treatment- in the initial rate case-of the improvement 
costs but a phasing- in of the acquisition, improvements and associated carrying-costs may be 
allowed over a finite period. 

(4) Phnt improvement sanbaqe. Collection of a different rate from customers of the acquired system 
upon completion of the acquisition could be implemented to temporarily offset exmodnary 
improvement costs. In cases when the improvement benefits onlythose customers who are newly 
acquired, the added costs maybe allocated on a greater than average level- but less than 100Y0- to 
the new customers for a reasonable period of time, as determined bythe Commission. 

(c) Pmcedural implementation. 

(1) An acquiring udtythat has met the criteria set forth in 66 Pa.CS. § 1327(a)(l)- (9) for 
inclusion of a debit acquisition adjustment in its rate base, may elect to have this acquisition 
adjustment considered on a case-bycase basis as set forth in 66 Pa.CS. s 1327(b), or as part of its 
next rate case f h g .  The acquiring utilityshould file the supporting documentation outlined in 
subsection (4 to support the requested acquisition adjustment. 
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(2) The appropriate implementation procedure to qualrfy for the other acquisition incentives in 
subsection (b) would be to file the appropriate supporting documentation dwing the next filed rate 
case. 

(3) In acquisition incentive f k s ,  the burden of proof rests with the acquiting u&y. 

(d) Documentation to sqport inclusion ofacqzirition adj,,t,ent. When an acquhng udty elects to have 
the acquisition adjustment to its rate base considered as a part of its next rate case filing, the 
acquiring utility should file the following documentation to support the acquisition adjustment to its 
rate base: 

(I) Statement $nhance on existing recorh. An acquiring utility may elect to rely in whole or in pan 
upon the o w  cost records of the seller or Commission in determining the onginal cost of the 
used and useful assets of the acquired system 

(2) Pnparation ofdata to stcppod acquisition a4ustment. An acquiring utility, upon its own election, may 
file an original cost plant-in-service study with the Commission to support its requested acquisition 
adjustment to its rate base. An original cost study is one method of determining the valuation costs 
of the property of a public u+. It requires the acquiring utility to develop realistic plant balances 
and accumulates the records and accounting details that support those balances. Disputes regardng 
the acquiring utility% onpal  cost valuation of the assets of the acquired system will be resolved in 
the context of a rate proceedmg when interested parties will have an oppommity to be heard. 

(i) Contents Ofan onginai costphnt-in-senrice stmj. When an acquiring utility elects to submit its own 
onginal cost of plant-in-service valuation, the acquiring utility is obligated to exercise due ddigence 
and make reasonable attempts to obtain, from the seller, documents related to ongird cost. In 
parti&, as part of its exercise of due dhgence, the acquiring utility should request from the seller, 
for purposes of determining the o r i d  cost plant-in-service valuation, the o@ cost of the 
assets being acquired and records relating to conmbutions in aid of construction (CtAQ such as the 
following: 

(A) Accounting records and other relevant documentation and agreements of donations or 
contributions, services, or property from states, municipalities or other government agencies, 
individuals, and others for construction purposes. 

(B) Records of unrefunded balances in customer advances for construction (CAQ 

Q Records of customer tapin fees and hook-up fees. 

(D) Prior original cost studies. 

(E) Records of local, State and Federal grants used for construction of utility plant. 

(F) Relevant PennVEST or Department of Envhnmental Protection records. 
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(G) Any Commission records. 

0 Summary of the depreciation schedules from all filed Federal tax returns. 

(I) Other accounting records supposing plant-in-service. 

(3 Failure ofseller toprovide cost-nhted hmments. ?he fdm of a seller to provide cost-related 
documents, after reasonable attempts to obtain the data, will not be a basis for the Commission’s 
denial of the inclusion of the value of the acquired system’s assets in its proposed rate base. Because 
the documents obtained from the seller may be incomplete and may result in an inaccurate 
valuation, the acquiring utility will not be bound by the incomplete documents from the seller in the 
preparation of its original cost plant-in-service valuation. 

(3 Procedm3r booking CIAC. The acquiring uthty, at a minimum, should book as CIAC 
contn’butions that were properly recorded on the books of the system be i i  acquired. If evidence 
supports other QAC that was not booked by the seller, the acquiring utility should make a 
documented effort to determine the actual CXAC and record the contriiutions for ratemaking 
pqoses,  such as lot sale agreements or capitalization vs. expense of plant-in-service on tax returns. 

(iv) Pkant retjnd/not booked/not used and usejid The acquiring utility should identify all plant 
retirements and plant no longer used and useful, and complete the appropr$te accounting entries. 

(v) Reconciliation with commiJsion ncords. In the case of an acquisition of a water or wastewater 
system that is regulated by the Commission, the acquiring utility should reconcile and explain any 
discrepancies between the acquiring utility‘s original cost plant-in-service valuation and the 
Commission’s records, to the extent reasonably known and available to the acquiring utility, at the 
same time the supporting documentation for the study is filed. 

(e) Time to submit original cost valuation. When the acquiring d i t y  elects to request an acquisition 
adjustment during its next rate filmg, it should submit a copy of its newly prepared original cost 
plant-in-service vaiuation of the acquired system or a statement of reliance of the existing records of 
the Commission or the seller to the Commission’s Secretary‘s Bureau, the Bureau of Audits, the 
Bureau of Fixed ut i l i t y  Services, the Office of Trial Staff, the Office of Consumer Advocate, and the 
Office of Small Business Advocate at least 4 months prior to the date that the a c q e  utility plans 
to make its next rate case fhng with the Commission. 

(1) The Commission staff may conduct an audit of the o@ cost valuation, but if no staff audit 
is completed and released at public meeting before the date of the rate case f h g ,  the Commission’s 
determination of the original cost valuation in the rate case will be deemed final action on the 
original cost valuation and any associated acquisition adjustment, absent subsequently discovered 
fraud or misrepresentation. When staff completes an audit before the rate case is filed, the results of 
the audit will not be bin+ on any party, but rather the audit report will be made available to the 
public and the report can be presented in the acquiring utility‘s next rate case, subject to applicable 
evidentiary rules. 
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(2) When the acquiring utility makes a rate case filrng sooner than the Cmonth window, the 
acquiring uthy should not include any revenues or expenses related to the acquisition, includq the 
requested acquisition adjustment in its proposed rate base unless it includes the ongrnal cost 
valuation with the rate filing and one of the following circumstances applies: 

(9 A compehg reason exists for requesting the acquisition adjustment in the current rate f h g .  

(iii The acquisition was requested or otherwise directed by the Commission 

(iiii No statutory party objects to the inclusion of the acquisition adjustment to the proposed 
rate base of the acquiring utility. 

(0 Purchaseprice cfthe water and wmtewater sytem. The factors relevant to the reasonableness of the 
purchase price of the acquired water and wastewater system include: 

(1) Promotion of long-term viability. 

(2) Promotion of regionalization. 

(3) Usage per customer. 

(4) Growth rates. 

(5) Cost of improvements. 

(6) Age of the infrasuucture. 

(7) Return on equity 

(8) Existingrates. 

(9) Purchase price per customer. 

Source 

The provisions of this § 69.711 auptec h r c h  29,1996, effect-.re March 30,19A, 26 Pa.B. 1380; 
amended February 13,1998, effective February 14,1998,28 Pa.B. 801; amended September 29, 
2006, effective September 30,2006,36 Pa.B. 5991; corrected October 6,2006, effective September 
29,2006,36 Pa.B. 6107. Immediatelyprece% text appears at serial pages (255466) to (255468). 

Cross References 

This section cited in 52 Pa. Code § 69.721 (relating to water and wastewater acquisitions). 
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Apd 1990 
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1-rrye w s t c t  J t i ; i t t + o r  a:rd rmall water sti:itlcr: have  v e r y  
ri l f farent  optrat;nq prof!IerJ. Whiz@ both have high c n p r t n :  re- 
quirements and teust c o q l y  w i t h  mandated water quality =t:tndltrcs, 
iasii uater  conpaniev have spaclal problems creetcd by t h e i r  lack 
cf acanoniea or s a l e  and lnacc=asibtlity to axtcrnnl fi*,ancir.q. 
The number o f  aCanoaLc dichatoaiaa between Largo nnd small water 
util1t;es varrant: sapatste analyses and, ultiontaly, ~ i i f e r a n t  
rntenakiny trontasntr. In gunara1, trabi tronn:  rnrs  rep le t ion  A S  
S t i l i  appropriately Applied to thlc i n d u s t r y ,  which has; cat 
ewpartonced the fundamental oarkct  changes sec-r~ i n  energy an? 
tcleconmunications. 

Authorized kotutns ut-. comsson equity have  bocr. lover tor 
Cnkitornicc w n t c r r  U t i l L t i a z ;  than tor C a f k f o t n i n  onerqy and tuia-  
coPmunicatOonn u t i l i t i a o .  A n  a n a l y s i s  o f  tacqe water utility 
financial reports indicates t h a t  California water uti l i l lcrr earn 
nlfghtly lower returns an common equity than out crt state bdttir 
utilities, but  t h e i r  r e t u r n  an total capktal is higher  t h a n  
either the energy, telecummunicnt iane or the aut-at -etate water 
urrlitiee. 

This is probabiy because Large C H l i f o r n i r r  vatex cit 11 I t  I P S  
are aura effective in deriving revenurns froa rstclaso assnts t h a n  
adz.-of-state uhtnr companies. California wetcr conpafiies also 
have high  pte-tax coverage fer i n t e r e s t  expcn%c?s: b u t  their hiyt: 
opratfng ratLon bring their prsfit arargrnr; below o*Jt-zf-srata 
water conpanios;. Zt appears that CaLitornia water compacir,, u.uy 
be earning lower returns  for  their 8harthoIdG.rs due to t t r r  compa- 
n i o n '  relative inabil i l y  to centrol opmratinq expenses .  The 
question also arieee as to whether  C a l i f o r n ~ a  w a t e r  coapniar :  
could UBC financial Lavclraga t o  better itdvantngo. 

An analysis or amall water coapany financial performance 
indicates  no dzscernfbla patter&. The o n l y  conm~ii  denaninstorn 
are (1) their claavlffcation a5 "sua1lg' uater, ( 2 )  t3roir author- 
i z e d  rates of r e t u r n  and ( 3 )  thotr inability to rrarr, s u t h o r i z c b  
trrturnrr . 

Ana1ys i .p  indicatar; that the aensltlvity of LI small w a t e r  
utility's earned rate o f  return is significantly greater  than 
that  od a large water utility. small watc t  utilities also race 
greater operating risk and such grcatst taqulatary r i s k s  than 
large water utilities. 

- € -  
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J?y- v 

T h e r e  appears t o  be no conpcrllinq reason to change t h e  
curtant ratemaklnq mechanism far large water companies. However, 
t h e  Coamirreion coulc ccnmidar haldinq en banc hcarlnga O r  wsrk- 
chapt? t o  permit utility rcptakoctntiwea t c  articulate t h e i r  
concern& and opinione. This would a l l w  the urilltica to address 
tbe positians taken by s t a f f  in t h i s  report and mny btinq sddi. 
tional issues t o  the tosuiasion'e attention. Thin would a l e c  
allcri  Call farnta water ~tllttise an opportunlty t o  present their 
Farticular concetm regarding the threat of contan ina t  ion ot  
water supplier and the  problems and costa assactated with coltp:s- 
ahce with safe drfnkfng water 6tars&srdt. 

current ratcnnkinq practices far small vater operations 
should be furthat  investigated and refined in an Order Instjtut- 
in9 fnvestigatior, rorr) on small water company rLlctaaktnq. In 
impleoentlnq a proceeding t o  addresa small waror utility issues, 
the CorPmlssion ie likely to encounter many of the probleaa t h a t  
make the industry rieky. For exampIc, It l o  net  ciear t h a t  any of 
the owner-apratore of  m n l i  water corpkntas rould r e s ~ o n d  be- 
causa they are unarganized, nuaarouo and qaoqraphicall y d l e -  
praad.  In additluh, they  lack the aXpartfra and sophi8trcation 
t c r  advunce their interest in regulbtory proceodings and they bra 
not a c t i v e  i n  w a t e r  i n d u e t r y  organizations, which general 1 y 
cmncentrate on large water coa;gany issues. 

Soae option6 tosardw developing ratemaking principles that  
arc mota beneficial to small vater  company operators are listed 
rn t h i s  report An S e c t i o n  V ,  *Regulatory lasues ana 
A 1  totnat Lvea 
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T h i s  report was preprrcd by t h e  Financial Btarwh an3 the 

HPtor Ltilltiar: Rrancn or t h e  Commlorlan Advisory and Cbrtpjfancn 

Riv lei on. 

Phyllis White, Put:ic; Utilttfee Regrtlcctary trojran Special- 

1st I vas responslblc for the prepratton of t h i s  report, under 

tha general supervis ion o t  Cherrie Connor, Principal 3'lhanrLal 

Exaniner, &nd w i t h  the assistance ai m i l y  ctwaL4, Pinancia1 

txariner 1 1 1 ,  and ~ i a  Hernandez, Public t l f l l i t l o s  Requlntcrry 

MaiyEL i r  . 

-i  i i -  
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California Out-af-Stcrke 
Water watar 

Comoaniee ColPaan tor 

pEc0agplZylgaTI;gLJ 

There appears to be no caipsllinp reaaon to change tha 
current ratemaking maschanim cor large water companies. xouevhr, 
the  Comaiesian could conr4drr halding an banc hearings Q r  work- 
shops to  permit utility rrprrwmtrtivea to artieulat+ their 
mxwemm and opinions. This wvuld a l l w  the utilities to addreee 
the pamitionls taken by staff An t h h  report and may bring addi- 
tional isrues to the ~onnioaian~e aktcntian. <This  would alae  
a l low Callfarnia vatem u t i l i t i e s  an opportunity to preaent their 
particular csncerne regard inq the threat  of contamination or 
Mater BUpp1iu.B and uI1 problme and cthSt9 ~ ~ ~ h t r p d  with corpli- 
a n ~ a  with sate drinking -tar staneardr+ 

Current ratawuking practicer far small water opcrat lone 
should be further inveetigatid am3 refined in an Order Inrkitut-  
inq Inveetigatton COII) an ram11 water campany rUl*u14king. ~n 
implementing a proceeding to addrees w a c l l P  ra ta -  utility  issue^, 
the  Cm4nuirsion it3 l i k e l y  to encountrer many o f  the problene that 
make uI+ induetry rScRy. P e r  example, it Ir not cisar that any bf 
t h e  aunsr-opratarr of small water norpantar umufd re%pond be- 
cause they arc unwganiord, numraul; and qoggraphical ly &is- 
persad. In addition, t h y  lack the wtpm?tirtit and ssphiaticatian 
to advance their interest in regulstory proceedings and they are  
tMt active in w a t e r  industry Qwnn1*8tiC?n8, uhich gtnarally 
iwncentrate an Large water cQngany issues. 

So- aptions tauards developing retcmakIng principles that 
are mare beneficial ko small water company aparatars are lietad 
in t h i s  report  in S e c t i o n  V, ‘Regulatory I s s u e s  a n d  
Altrtnativea. * 
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the general suprrvf~ion of CharrL+ Ccinnsir, Principal Financial 
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I.  -0IO 

M a m y  of tho traditional ntaraktng mchanianr, uatd In water 
tcqulaticrn wwro eutabltphrd during a wried when sl l  utility 
market8 YCW konapalits. rn recent p a r s ,  howav+r caapetitlve 
gtoorur6m Sn anergy and talecolluunlcrtion utility aarketa have 
evolved a i  a result al federal bgielative and regulstory actions 
and tcahnelogical inhavation. The Camisaim haa revised its 
rateraking aoohanlim in reeponrrr t o  theme nab! utility aarker: 
recrlitirr. In i.plemrntj, mu rquhtuq frauwarh, tha couia- 
+ion ha. rreted to masntxn u t i l i t y  *fficiency, pradkwtivity and 
financial strength, uhils aneurlnq that  esnantLal utility aerv- 

The CQlniJSiQn ConthItWr t o  reVi@U r*gu’lnkorp palicy and 
prarttcee fox a l l  of the IndustrSas which it regulbtre. The 
roxlwing rape* ia in reagorase to ula C?s#iaaion* B repert  for a 
ret* or return and risk rnalpaie of uater u t i l i t i e s  within ita 
juriedictlon. Where r+flhemant ef water retekakinq policy and 
procedures Ir apprmprit~tm, the conaimifon with t o  further 
explore ratmaking optienr in M apprciprirte prQcIc+dlhq. 

Thir report flrrt revieur tho properties, cencerne and 
ratmaking tn r t rsnt  ef lamp vatax utilities. It then addreeses 
corteepondlnq iaauaa Crow the pcrspeetivm or srs33, water utili- 
tins. Some Issues are  cesmon to both large and small utilities; 
however, a15 t h i e  paprr vi11 4 w e l ~ p ,  large and sasLl uater 
canpllnilrr represent very difcwwnt typefa of 6yiitema. The nWer 
a i  ucmoaic diehetarice b*tussn large and slafl Water rrtflftiee 
warrant aeparata analyses and, ultlaatrly, airfekmt ratemaking 
t matsent * 

i-6 W i l l  CotttiInla b0 pnW&dad at maSonablb VbtpS. 

11- CU#BIFICWIOW 

In becieien 85-04476,  the Cxmmiaaisn appwwd thm f 4 l l w S n q  

Clas8 A: Utilitiee having l o r e  than 10,000 service 

class 8: trtiliti- having between 7 , 0 0 0  and l Q , O C k O  

vn i fan  System of Aecounte s u a 8 l ~ i ~ i 0 ~  tor water u t f l i t i ca*  

conmcti€mu. 

ecwice cnnnectians. 

1 
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Cham D: Wtilikiee hawing Pari than 500 alewice 
caslnoctions. 

This classification, trsoctd upon ourvie@ COCneCkicms, i5 
designed ta n f l m c t .  incaac t ~ x  requlatione an& the institution 02 
ths Bars Drinking Watsr Bond A c t ,  8s w e l l  as t o  rsduos record 
keeping rrquirenmta fat utilities. 

Rick has to do w i u l  prrc(optfcma af w e r t a i n t y  and variabil- 
i t y .  Utility riak can ke divided into financial risk and apirb- 
t i D M 1  fink. Plnanesal r i s k  is cmnccrrua with the pr>sslbi l i t  of 
bal%kNptcg and d a f w l t  due ta t h e  coapany's fixed debt d q a -  
t ianr,  The financial structure af the owmpany to a great eKtent 
&steminma financial risk. operatianal or bu~inelrcr rirr mccm- 

all of the factma which coll+etluely increase the prdxt- 
b i l i t y  that  expected warnings vi11 net be realized or which 
cantribute ta earnings volatility. 

There 5 r  higher parse~tion of riak in energy and folephrrns 
gperarisni as a raauZt ttf nou ccrapet5tive promzurmu in there 
induetrice,  H w  regulatary framawrka, implement- in reeponee te 
new m€it.ios, tend t~ contribute to percrptiiuns of rimk bccaur;r 
they generally zemov+ marninqm protrctians, uhile they permit 
eiqniffoantly hl-r mrninga oppartunltA#;, P Q ~  m r a l l  t o a n e d c  
ertiefrrrt=y, xsrkat mlachaniam are pref*rmd to regulation. Vune- 
thelass, caspatit.)on a3 a eubet%tuta fez rate regulation trans- 
lates i n t o  greater rarninga valatilify, which translates Anta 
grcatmr hainem riok. 

Water campanise are CaplM3. intansive and plant asfiats have 
long livca. Pipelines c a n  last for 100 years or &ora. Treat.rnlent 
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Technology is hprQVhg nt the customer lovP1, however 
iaprwed irrigrtfon rethods, low water-usa i lwturrs (toilets, 
sbovar hesbr) and changing cicrcial P t a n d a ~ o  are d i n g  c ~ ~ r u a -  
tion mar+ acceptablrr and mffectiv~. This change In oustoner 
habita dorr not pose & direct rl6R t o  the utility, but it. csuld 
preaeaat an indirtet r i d  if these wag+ roductianr ate not recap 
nixed in the rqu3skzry pmum.;. 

I w  fihsncings earn* frw inkmcll souraes of funds--rrtained 
earningl; depreciation, deferred tax** and troa external f fnanc- 
inq--advancaa and contributians from real cntate devrlopers, 
govarnawst ~ b ~ ~ i d i r r  and iaiwmca of ctrrbt and w l t y  securities. 
!bore water u f i S , f t h s  COU~+#Q w i t h  other pubX5c and priv8t.s 
entities for external financing capitalr the stability of t h e  
ulttar u t i l i t y  burinass ehould provida camfart ta croditora and 
equity invemtete rr#king attraotiva im0atmemt oppoeunitiea v i a  
rm2at.ively law ri8k. Bewavlr thu small size af aroter utility 
offoringe, rtlativr tu athar u t i l i t i e s  tend not to generate 
intermmt among inveatlrent bankers. ~onsequantiy, amt water 
uti ' l f t ima remafb unknown emapt ts a subset af tho financial 
carrrsunity such 8s insurance tolrpanieu.. virtually at3 wctrmal 
fiMnr;Ang ir sccaapli@md thNHlga prlvato placement dirattly wikh 
investam, without UII of an undcrwritrr. 

Advances and cantrlbutiom will be discutr*i\ on page 13 in 
the context o t  rmll water cerpany issues, California's pragran 
far financial earlstants for uatw csnpanieo, the  ssT8 Drinking 
Water h n d  A c t  (SWM), vi11 br diccueeed to sone extent in the 
follovlng wt+r quality risk sectiorr and will b+ diacueaad mera 
fully in tnc amtext  of amall raker carpany lssuar Qn page i d .  

43) a&asumh 
Although the fundmental market changes Lean in energy en4 

trlecarslunicrtione industry mrketa are n e t  evident in the uater 
induetry, Wa%sr companies 8 ty  not wtthout cabpcplitivs preeaure. 
T ~ Q  primary source O C  coapstitfon far wl+t u t i l i t i e s  is the 
threat of  cwstaortra drilling t h e i r  ~ y n  veil. Thie rirk rssa slways 
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cuirtqd but the industry persevered hccaurt af thr economies of 
scale available to water mppliarm- Nanethmlraa, induetrial 
cuatommre leaving the rystar ray be a mal pwsibi l i ty  tor lawe 
u ~ t w  conpaniem. I f  a rate design ineluU*w provisions such an 
incrmaelng black r a k o ,  ths threat o f  uumtmtwr bypass ie Likely. 

AnQther farm of competition c t trd  by water corpanicrr is tylr 
p l m r t t i a l  or behq amdmmsd by local qwarnaent and r e a t r u e u r d  
into a local municipal water district. When a gOVeritmdknt entity 
9xercierea kk; right t a  c;lrhent doluin, JusC C a q t k n 6 8 k h 1  mu& be 
paid for the taking aei rcaaur.+d by the propsrtycs aarktt value. 
Seldom are well canalxuctab, well maintained and umll managed 
publle utilikiee said a t  r a t a  ba8e. Frequently water utility 
plant and facil it irr r+l l  o w r  rats bas* duo +I? the utility 
having rtllied hravily upan contributed capital rathrr than invas- 
ter rpnsy for axtmriane. 

t4, 

Water quality haa been a concern tisince 1 9 7 4 .  The federal 
Safe 5rWritq Water b t  [SDbJI) ob 1974 aukhorizeea thr Bnvlwmen- 
tal Prr>taCtiatl wency (EPA] t o  wt neticwnl tkinkirrfi wa-r stand- 
card8 and provided far pxatect ion of ground water S W ~ C O I  ~f 
drinking Watar. In respon&m lm the federal law, tho California 
IeYlSlrture enacted tb+ Pure arfnking Water A c t  of 1976 and the 
Dlphff;lMnt a t  Rmalth Services (DHS) artablfohmd drinking water 
SWanRardS at lust oqual to EPA rta?dardr and required mamitaring 
of community water supplies. a:oummrmt mandated renitaring 
increasee ut Lt ity operating uoots associated vith water supply 
tasting, 1iablXlt-y in8orama prrm$mr urd conatructian al water 
quality bprwsaent projects. 

Tab. Coot and rate FWct of ceqliance v i a  SUO4 uF31 vary 
w i t h  the uftm of khm r;y*- and the ooaplexity af thm roquirrd 
treatment, Ccllifarnla'r Saga brilnkirrg Uater Bond A c t  (SCnrM) vas 
created to be a murce of low CQat financing fer water utilities 
that suet make syr tm fmprmemantm but emnot Qbtnin financing 
r1r;ouohere. A 8  pbrt of its miff anCt funding process, DHS priori- 
tizela uthlitias baaed on %a need tor rPpaire an8 Vla a4ilSty to 
finance tho r%paira. m6t Class A uater utilities havr the finan- 
cial  *trunqth to ehtaip extarnal financing to make Irrpr9rmmont.o 
to aamply with DHS rlmdnrds. rfhsreirors, while C U S S  A water 
uC1Xl tbs cay request SMm iundlnq far u a t e  quality iapmve- 
merits, they are! unl ikrly t;a ralc9Lve much nurd~. 

Taklm 1 shows fygicrl coat6  itor certain types sf t e s t a .  
Depending upon Ute r i a 4  a t  the syat-, the cast o f  testing and 
Insurance may incraaco large  water cavpeny r a t e s  2-10 psireant. 
Hagt Class A companics, v i t h  ayatems requiring h significant 
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nunber OZ analycec, have fmnd that: it io @GOXWXliCIhUy ZsaCiblo 

nay us# a certified cmmrercLaZ laboratory or a ca&binotion o €  
In-home an4 coulereial facil i t i iaa.  wing an eutsIdo labaratmy 
can be expensive. In a qm+rio menma, the cast@ w l l l  be deter- 
minca by tha e i x e  of th+ system, the Qrgr+o of the contaminatad 
water, thr muabsr of amuplee requlrcd, uhe does the mAmplinq snd 
other costa that  ~ i h n  be aesociatcd With individual utilitfar. 
Wbtsr t e s t i n g  camts may be baakid to a balancing aceaunt ~ n d  
entirely recovercb in  rates. The balancing account mechanism f s  

The CACI) brliavae that  t h e  issue of water quality i a  tho 
rust  important and p e b n t i r P l y  MI aprt oastly iasue fach 
induwfry. Y a t r t  ukilitiea arc j U # t  noy beginning t a  mwgnr %we 
thQcl p r b l -  and cpote. Ais Uater quality stundarela nhd tasting 
procedures evolve ever the nrxt fuu yeara the industry snej the 
Comiosit~n u i l l  have to explore policier an8 altamativati  which 
bast acklrrclcs tho tmneerns oi  a l l .  

t Q  wrfOLl5 th4l WIUlyEi8 fn-hOW6. Alternatively, 8 Wt*r Uktlfty 

UiS43.io6ed On page 9. 

? $' 

3- UULYBRS QF PIflAwclAL F 

Evalwtian af r i a k  and return h a w a r i l y  requires canrider- 
atLon .of aubjectiv+, non-quantlWtiw criteria, as -11 a# objec- 
tive, quantitative criteria. me: fellowing eactian Ls an analysis 
6 f  sirrlected financial criteriac 
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T h i s  analyrsis was d w r l o p e d  rrom financial data O f  iarqc 
Cit l i forn la  unter companies [ C l a s s  A) and a camparable group Qf 
ather laeqe water coapaniea from all ever the United Stater. 
Where applicabie, eotrrrponding indicakota for California taxe- 
cola~munteatione an& snrqy uti l ikirr are also ehown. sources for 
the d#ta were annual rep&= ta rchar+hplaiara, annual reports ta 
the C W C  and Value 1,fnrr raporta. Pnta tables and more aaHplmts 
lntcrgrutation8 appear i n  the back a t  t h i o  paper. The f a l l w i n q  
&S a aynopsie of the findingethat apprrrr in Tables 3 through 14. 

Authorized returns on cornmen equity have been lowbr for 
CaLJtornia watat oonpaniee than ?er othmr California utflitioe, 
howwatt the w~ltar u t i l i t i e s  have tondrd to earn a hignmr per- 
centage of their authorired than have the enem am tclaccmuni-  
catfgn ut i l i t t s s i .  Authorlstd lrvrlr o t  esrningcr appear to be 
~omensurefd and appropriate for prevailing I w a l o  of i n f l a t i a n  
and intcrtrt ratee. 

Callfornia uater u t i l i t i e a  earned lowus returna on common 
equity than out-af-state water campanl+r in threa 02 thr last; 
t3v4 yeare. O m  podssibla ccmtzit#ltw to lwei earnings availebls 
Pa Cornen aharellald+rm m y  be U s *  tendency of CaliCarhia water 
cohpnniea to avoid ueing debt 1WWagr fsnd the attrndsnt t a x  
deductlbllity ef the cost  af dew) to i t a  optimal advantage 
beceulr on average California Water utilitiea have tarn& highor 
mrUk’OS on total Cepit81  than have the ether Utilities in our 
samplr. 

callfamiis water utilities are very affective in deriv ing  
rmvenucb from ratebase nrr9te. The greater revenue generating 
capacity io particutrrrly 8ignifiCanr in  light af their higher use 
of sciv.dlnc.us and esntributiune end 1-r plant to matorcar +&io, 
Califarmfa large watCr c ~ ~ r p a n i e s ,  hwiv+r, appear to have %Q+. 
difricxklty cmntrellLnq their opem%ting expensea. AB a remilt, net 
prafAt margins far talifarnia ual+r ompanlee are lower than f o r  
aut-of-stara uawr curnpaniem. 

(11 J&€m&lt-- 
The isaua OF financial recovery for lost revenue8 due ta 

valuntary consewation car mandatory rationing is being addressed 
i n  Inv%Etigatim 49-03-CIQf. T h i s  UIl ia baing Xept open ka ad- 
dress future water company concerns w i t h  drought, ratlaninq and 
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coneewntion impacts, 

ln t b f e  pmcrading, the ulllitlw arm claimkng that conser- 
vation and mandatory rationing Umzmaam the companies' revenues. 
C c m m i s n i m  ataff agrsea that th+ utility ehould be allqued tm 
mcc)ver rcvcnucm that were net attainable due l a  hctfocaa that 
wore out of the control or t?m utility. me dlasgmenmt fa w i t b  
thle percentage of rccwerable lmut ravenu+*, The utilities want 
lOQ% sa6 Canmiamion staff Ir ncwmmenciing 95t a€ nsmal aalea. 

If tbt utility i r  allaved to recover lddC ~t fRuir normal 
twenues  they will ba kept financially whole. S t a f f  a w e s  that 
this wauld guarantae revenutr and o l b h a t e  any iment.ive t o  make 
ptudeat droiriene in regar& to uxpmxwma. Staff is maintaining 
that, If dmuqbt can Em cwncridered a r i s k  that water Y t i l F t h l a  
muat CarrrEmk and the Cwrrmlesian guarrant&ss revenue6 last du+ 
ta the drought, then the utility should be given a Iwtr ta te  ef 
r * u f n  to refkeet the lrnner r i 8 k -  The return on &quftcy should be 
rdwed hcausr investors will have I mum (LBwLYB *portunity to 
~dlm their  authorized return khan the investam I n  ithr conpariaan 
water caepanica 

12 the Cammimaion a4opts staff's rtcam~madation OP B 95t 
recovery af normal Mlt8, Ute u t i l i t i s e  vi11 axprienci, u reduc- 
tion in their return en equity ranging h+tuuen 5 9  t o  2 5 a .  Tbe 
rwduclian would depend bn the proportien af rrsronuae from water 
a l e e  or aorvIcc) chagqmc, the portion of k t r t m r  sales revrnut 
paying f e r  produotion ~rpenaea, an8 n w  ruch c r t  a utlltty'r 
rawmue pay% for ffmd oosts and non-kx uKpenBss.U A S t  rsduc- 
tian in =lee rcvenuw would lrrver ISI authnrixed return on equity 
of 12% to w actual return mf 95 to x 1 . i . t .  

which t b  ROE cwputation was basad, 

12) 

Conearvation elre p m i d e a  an alternative to manipulating 
return eh equity. If thr cctmmise+an utm t w  authorize the utili- 
tist t o  tmtablish (L revenue bafa~cing accountc 6i?n&l&f t o  the 
ERAW account far electric compmF*s ,  thmn utilities' rwnsurvation 
incentives would increase and their crperating r i sk  would substan- 
tially deoraam. &turn em equity ahauld be inwastigated a t  the  
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sa### t i m e  t h a t  t h e  revenua balancing 0ecomk ia addrerrad t a  
dotormine any hitpact art risk perception. 

13) - Q f l ! ! a a t c l l  

TahLe 15 shows a rats ctlllparincm, by Clam s h e  IA,'B,C, and 
D], of Ithe acrnthly rater ef t b e  rsqulatrd and the unrtgulatsd 
water utilities. The  table ehara that unregulated camganiea 
p c w i d e  wetrt a t  a l owr  average cast pat month an4 et 4 lower 
consismpt&on per aanth thm regulated Goarganies. Par exaaple, the 
cuekorar of a Claacr A water utility pays rates  t h a t  average 
$28-97 1 month, while using hn average of 32,45  cc=f(oo. The 
custamr of  EL^ lrneogulatcd ccmDany of a ciars A s i z e  pays rate& 
wrraqing $~Is.SS/EQ. w i t h  II czmneumptian af s p p r o x F ~ t a l y  26.98 
ccf per w n t b ,  This tr8nrlhtrs into cu9t-m ai! requlatsd utili- 
t i r e  payliq rates appro%taatoly 174% ram pur month while cdmsuau- 
Ing appraxibntoly 12.01 mr+ ccfe oz water pmr month tnsn custom- 
rrcl of unregulated w a t w  -aniea. 

The currkcmara oZ Use C l a s s  E, C and P utilities do m k  f a r e  
any bwtter. The custuers of a requlsrlrr9 u t i l i t y  have an avorage 
b i l l  mf $26.?4/mo. vith an average cmwRptton of 17.07 L;cf,fm., 
while thelt unrepufnltad cauntespalw pay ratee on th+ average at 
514.3Q por month far an average oohsumption of 18.86 ccf a wntLh. 
The curt~mmre or the  small regulated water u t i l i t i e s  are paying 
1 4 5 %  mr0 a manth for their vator while cenrsuning 9.5% ccts a 
mnth lesm thm th8 wmkqrr'latd water crarpanhw. 

T%a classic explanation tor #e unragulatmd water utilittta 
havtng an avarago lower monthly rate  is Ihrre-fQld. l tunic lpal  
uttlitfsa da not plly taxcrt they charge eubttantinl hook-up €err 
and, as public +nt i t iee ,  t.Wy are able to Irsu@ tax 02mpt murric- 
ipal  bondit to finance new plant. 
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rinancial attrition proco+dings. 

(1) sM4maz .- 
For single-dfrtrtot canpanies, return on comaan equity i r  

fLrcd fer the teat mriad and resaina canrtant until the cx~rnpany 
r e f  ilea. For water u t f l i t i e s  witb  aulti-biatrict operatfans, 
rehams rvthorttod i n  any particular ganmral rata case will he 
applicable enly far thoor districts  tiling. rn succrad;Lng years, 
a t t r i t ion  adjorrtrentr B T L  mode to reflect thr rake  of return 
found rearonable for the dtrtrlct in ita last  daciaion or that 
tome rea-nab10 for otLhrr dis tr ic t .  f n  t h ~  c011pany~s most recent 
rate bcohion.  

Yhrn iuthfxiead wtums are lffiraasirsg eitPq1.o dietrict water 
etmpanisr are earevhat at a disaavantaqm relative to multi-dlr- 
trfct water companies. Convrrealy, rtWy have an advantage when 
nufhoritad return am decl ining-  piosayr ault.horiaed rates of  rcttum 
are l n c n r s i n g ,  mabe pgrtion at a rultf-district water empany 
r a m r e  w i l l  continua to e m  at fewer return levele. xaelntPvr 
ta s ingle  di8trkt: +nargy andl tale$Wma corpanies, rnultldkstrict: 
uater companies are at an advantaqu when autharftad rates are 
dscroasilsg brcaure a t  least lcoao of their rate basa w i i l  renain 
el igible  far higher returns. 

(31 

Tho purpose af a balancing 8oWunt is t o  track the under- 
cal &*&ion QF av+r-coiiectian aarwiatrd w i t h  an incraaee ar 
decr+aso of an wprnoe item and tha authorization of  A corro- 
cponding revenue adjuutmeat by t h e  Conriesion ta af Poet that  
particular crpanrr charge. 

Pursuant t o  section 7 9 2 . 9  of the Calirarnia Public Utilities 
Code, ub+nrvrr the Comisoion autharitca any chanpe in ratas; 
reff.eatlrag and paS8hg thrcmqh &e custeaets specific cbangea in 
costs, LI balancing account is to be maintained faor that particu- 
lar w n s e  i t e m .  T b ~ m  typos 02 axpmr+ itsm6 are called eff- 
setable expeneca bnd relate to comta 6v.t which the utility Isas 
no control. Aianq otisrtabla rupwror which require balancing 
accountn to be maintained ami 

9 
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The!&& balancing 6ccisunte enable a utility to recoup the 
additional *rp.endituJrae uhich may occur due to %ha lag between 
the tin. an off~etablc r%p+ni~ & a q s  talc&= pl4CP and t b e  time 
when the emvenue increaer Ca afteat the e%panm &Chgs is author- 
1+@d. Friar to the balancing a e c w n t  requirement in, the Code, 
u t . i l i t i e s  urnrat not &la k, mcover the additianai rxpenses due, to 
the t i w o  lag between wpenae change athi3 rwwwa offset. 

Balancing i ! i C ~ ~ h f ~  aimplify the rak -king pracurra. emcause 
balancing account# rocover p a b n t i r l  lass88 during tht lag tiae 
k t u u s n  ex- fncrro-0 and offsot revenue increase (arac, Mlorc], 
CI utility ne longer has ta f$1+ for an offset inerrare every time 
C h l t a ' s  an inarsase i n  an Offdatable cxpcnsr, The balancing 
account aaoum~latae avrr/Ilndar-c~llection until such time that 
the utility i s  m d y  ta r i l e  t4t an offset. 

A properly aaint.eln+d balancing aCaoUnt at3 iminates a u t i l i -  
t y ' s  risk of not baing abZm to recmver hercarer in expeneee aver 
which It has no contral. 

(3) O f f e e t , w  
61milar to aWmr u t i l i t i e s ,  w a t w  u t i l i t i e s  aay arflral anan- 

ticipatwl aperetlng mxpenass at any .Lime  during the year utmgh 
an hPomal advice httmr filing. With the notable excrptian e€ 
qanoral rate trqueate from s m a & P  water utilitie~, neither ROR 
Wk- ROE is examined or adjuetCa In conjunction w i t h  ndlviclo lrtter 
fitinga. Utkeb r a t e r  utilitimr procase an bfLsct regtrrrf, the 
lncneaae musk be, at least, en* pemnt of annual rwenue. #hen 
an oFfmeP i a  approved, water utility b,aisncing accounts are 
generally amortized ov+r a one year period. Although tbs dollar 
amount8 o f  water utility m m m e  under-callectionr arm ineigniri- 
cant r4latSve to anergy u t i l i t i a r ,  the result is that walrr 
u t i l i t y  ownem rust CQVBT under-tollrctivne more o f t e n  than 
energy u t i l i t y  stookhdders. One paint: of note ~ I B  that many of 
the rnarqy balarst&w account mrrahanl# nre cwrently bainq can- 
ridered for tllrrimtion i n  light crf the evolving industry dynam- 
isc .  

(4) 1 ad 

Unlike ror energy and telecammunAeetisns utilities, the CPUC 
doe* net have certification authariky rsmr vntrr plant additions. 
mr w a t r r  u t i f i t i ~ r ,  a Csrtliicstc of Public Ganvanienca and 
Nrceaeity {CPC&H) is Peauas anIy for aervice territory expan- 
sion@. The C'onmisai~n efafb rrsrima u t f l i t y  ptavpt addition for 
reusonahlanwm, however, and Qnly  allows rcasbnabla alnounte for 
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plsht  addititme to be included in ratca. 

Water projcots w i t h  signif &cant oonctruction perioae ra i l  
Into five m a j o r  cat+goriee: < 2 #  miaccllaneous structures, [ 2 )  
t4nksi and resawairs ( 3 )  tranadcumlsn and liLiatribution mains ( 4 )  
trratment and ( 5 )  wells. Tranotnirrlan and dietrfbutlan p a i n @  
repraaent the larqeet- an-qoiw conutructian proj eta. Tmnt.msnt 
facllitirr are uairally major projmcta but a r t  Infmjquently con- 
struetad und am & rerult tho dollar inpaat ir any given year in 
a l n h a l ,  Tbe avers9c camstructhm ti- by cawr i sa  are: 

The avsrrgu construatton period tor w i t e t .  ptojecce ie tour 
months. T h i s  is a oonsidrrably shortsr periad tsmn I s  axperiemd 
by energy utilitiss. Waurm of the ahort duratiah af canatruc- 
tion ti- of p j e d t s ,  ttm ~ummi~eian, on my i t ,  1982, on re-- 
mendation by the s t a f f ,  rrtablishad u\a policy ~f including 
canctruction Work i n  Progress {CWZP] I n  rate bar0 ror water 
utllLt1ma. €i(TvBvar, this policy Tar water utilities did nert laad 
Uar Cammiasion ta snd0r.r a similm policy f#r energy and Z t l c -  
tarmunic3ation utilities-ubera canatruetien time aiten exceeds 
ana yaar artU %-re A l l a w m C e 6  fax Punds U S Q ~  wring Camtruotion 
(AFWDc) for long tam constructi-n prajrctr aru allawed to accu- 
wlate. 

Nsrmslly, a w a t e r  utility** p l a n s  for eonstrwctihg now 
Cacllltiar axur rwi%n.ed in tha &Bh*ml Rate C ~ C .  me utility is 
allowed t o  book CWXP an tha balsis of that revicu. rat example. if 
it ia d@t*rmAhod that  uls utility w i l l  be mpending $fbO,db~ per 
year avorage OR neu fscilitirs, tha utility will be a l lmeb  to 
book $140,000 at the end of aach yenu. Return on thie investment 
ir provided in LR+ r a t u  c h a r q e B  pndr for thr following year, once 
a project it conplete It moves Sn90 Plant in senice, BC, Plant i n  
Service is also reviawea in UZI W C  and allowed prospectively. 

Sanetiawe a utility dP+cnrt have a firm plan for  adding a 
new radtiry, or h e   haw that in the past it has added f a e i l l -  
ties in a *lar or erratic Wdnmr. 1x1 this case the Comnlsaion has 
required the utility to f i l a  for a rate bas. ofisst anca the 
facility is placed into S ~ W ~ C Q .  
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There are npprorimat+ly 190 emall investor awned wstat 
utilities In California. mjority are lvalr proprietorehlpr, 
with the renmihder being ZlamtLy-ppmad carperhtione and parmcr- 
Shfp6. Their risk6 errtntially parallel those o t  larger ustar 
utilities, but their exporuro ia greeter. small, ayotem p r e b l ~ ~  
can be generally charsctrrhrd as insurftclont infrastructur+, 
CGO f e w  rw!aurCee, stagnant or declllsihq customer growth and 
ltttle or re capital.  ooeto amlrociatrd wi th  water cantarha- 
t i o n  C(LR be handled by a large aompsay but can be a rericrua 
financial problem te e smaller water corpany due t o  pmr cc911c)- 
aies sf scale. The +ttuntion i a  suWirea exacerbate4 by B l a c k  
of buakhusa eophisttmtion and un4rrrtanding of requlatory proce- 
durra.. 

Hany $3~011 rbkmr u t i l i t i e s  have little or no contact  w i t h  
thc Cmmssion until they emrimem major f i s c a l  or operational 
difficulties. To saseaa the status ctf am11 water akilities under 
~ ~ m i 5 s A a n  rrgulation, the  later Branch, in 1987 and i w ,  sur- 
veyed a sample olt am11 water companiesL On+ of the inttrr*tinq 
findsnge way that of thr utilitiaa sutvCyad, one hair nrrd+d 
large plant  inpraveicnta such ae walls, water storage tank+, 
hydrants, thlorfnatarr et’ o t h e r  equiprant- Although none urfe 
found t@ be an the vergo of collapse, many might be in that 
wsitian i f  they ctmtlnur to operate .he is. Other abdtrvaticrns 
were: 

{I) 4 olanll utility may operlrte st a less or a break wen point 
until a large plant impravcmrnt is needed, A t  that tire, a 
small utility with less than 150 connections vi11 not be 
ab)+ tQ apend Xnrga ammmt af money on a plant imptourn- 
sent. The utility rill continue ts have a prablar u n t i l  
mrmy is tom5 far plant ilpravao+ht. 

Wncrr do not ven t  to qmratc sUa-+tmdard utiliriarr. of the 
syrstona for uhlch u\e 0wner8 wanted to sell QZ give away, 
none had water WaLity zhat ua+ above standard and 659 
below standard. 

( 3 )  Many euners d i d  not  undrrrtand t h e  aBvic# Irfkcr filing 
process. Of the Utilitier, ~urvayed, 26% ha8 not filed for a 
rate inemare hcaus* t h m  ownere fe l t  i t  war tom much trau- 
bfie . 

( 2 )  

AB o result of the survey, the  WaC+z Utilit ies Branch has 
inplcmented an outrrach prqrzrm to SMbll uater utility hanagera 
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to instm# thoee that vrnt to etay in the meet  business h w  to 
apply for inforaal rrtr fncrsasrs an8 hsr to apply tar S a f e  
Drinking Wster €30- kcf Icwna. 

(11 F,-Alluusk 
9aall uatcr csmpmics use advances and conrributlanr BQIW 

aftm than athrr u t i l f t i c e  ta Eund construction af ngu f a c i l i -  
tier. Phis fum ctf extrarnal financing is typically darivrd frau 
-1 estate tievelqmrn who 6.po6,it with the utility in sdvancft of 
conatructirur the asithatad amit to build water ZaeCiItfort medad 
t o  Bervc t M  arm. to be awmlopmd. By contraatus1 hqrtmnmnt, the 
utility u l l l  refund the advancod dmpaait Qvur time baaed on 
+ither a multiple o f  revmum or cost per faat &f pipe. Cantrfbu- 
tion deprrsft, Bra m t  rubjrtt k, -fund. 

4dvances arbd cantrfbutions aprssd aut the utility's tunbing 
rcquirwaolnte for gwvuL md dlavalapment in the service territory. 
These sourma OF funda are net inclrolrted in utility rate o f  roturn 
calnrlatims bmmumt these mrccs of capital are not prwided by 
ampany invreetors. rtonsthelesa , crptational rieka irrarcesm as 
the prcentagc af cckntributi6na Enarras0 for the utility. P Q ~  
e~aaplm, arrulrinq a 10% return on rrtrbase, a utLILty u i t b  
$lOO,baa in plant, of which 4 o l  16 mntributsd, can only qanurste 
ei return an lnvrutrent or $6,000- r t  the ut1lft.y laad used debt 
and equity eepital, it vwld be aklr t o  earn $lO,QOO, Tha opera- 
tional riaP is highlipatad e o n  revenues chaw& dur t o  voluntary 
coneematLen anwor mandatory ratinning. 

Tho Tax Retbm Artt of 1986 ITIU-84) now requires t h a t  r d -  
vane+* and contribution6 be treated CIS taxable income rather than 
contributions to eapital. AB Q recult, u t i l i t i e s  are required to 
my federal taxas on the araounk of advances ana cantributiona 
receivud. T h h  tax t r + h b m t  will likely rrducq the appeal el 
these BLlurctb of funds. In lhcipion 67-09-026, tha Commission 
authorized nethods by uhieh utilities miry recover: ths federal 
taxa3 paid pursuant to fR1-46. 

M b  fmnnission CLbs ordered an invcaligatlon into the use of 
canncrtfon tees to help t o  mitigate the financial problems at-- 
sing from sma'il wrStat u t i l f t i a s  inability tu borrow manay. If 
allowod, t h l ~  chaw+ muld pur the ragulated utilities on d more 
wen root- with the unrcgulatM m u n k i p a l  utilities, ani3 might  
make ham motu viable. 

Same amall uatw systems were net financially viable  even 
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manto! and rehabil i tat ion neccasiary t o  p m i d r  pure wholesam, 
and potable watr r  avatlabh in ad+punb quantity or etrLrleiaht 
pressure far hcallth, cleanlinrrs anB W h m t  d-tic purppses. 

DUR i r  thrr banker Lor the rSWM program. Upon reedpt ;  of 
the appraved project plans an4 new parsit fraa UH6, a detailed 
financial analyoio is asar t6 de&mrmine that; the la&n m l d  be 
adequatrly srceivad and the water utility h a ~  +ha ability t u  
repay thr lorn. Tboae utilities which met IIWR*r Einaneial re- 
quirement* Clrw fsausd larrn authmrftationa. Actual laan# a10 made 
to a utility after ( 5 1  the CPUc apprmvar thr loan contract 
and authorize8 ~ u f f i c 4 w t  rates to rspay the loan and ( 2 )  DHS 
approurr the final BWB& projcck plana and rpocificatione. 

To obtain FWC approval te bettow the SIIMBA funds and in- 
criaoe rates ta rrpiay t h  loan, the uatar utility m u s t  tile an 
app'ltcatictn w i t h  tho c'PUC. TO prav$.de the water utllity'a rati- 
prryrra v i th  complcta information an the 6WBA project, tha C P W  
sonductta a public mating br evidentiary hearing in the *ret.+ 
u t i l i t y  8crvim area. *a C O ~ ~ S S ~ Q I ~  looka at the baric aealtb 
rrrpuiraaent% and dsficlcncles, ehm required plant Laprc~vomvnts, 
sf8e of tnr rate incream and ule opinions ai the ratepay4n. The 
Commfisshl  decision h tinal. 

In the f a l l  of tPBU, MUR asilwl lettars t o  all holQcrs of 
loan contracts under tbr SDwa)r of 1936 notifyfngl them thqt the 
IWBA Q* 1988 authQZhsd UU #tcI t .+  to f i x  the interest xatr: a t  
8.18. A nmbrr of the larger muntcipal loan holderr, upon receipt 
of thim l r tu t ,  uwntacted the bfmketor sf WOR and requaatrd thmt 
thm 1476 pregrm be treat& the #Rk+ 88 Ula 1964, 1986, and 1988 
program vhieh a l l w  t & e ~  lean haldarc to pay only ol~e half ai thr 
intfrost rate paid b y t b c  Stcllte of California far tEe krnnar w h i c h  
finance the SDWBA program. Tt is! anticipated that fn a Peaperad 
1990 S m ,  a pmviaien will be included to rat Mr final rata of 
inf+nst  for the 1976 program at mne-tmlf the actual cost. 

This analyeis is a ontlprhat of the rinanrinl peaition af the! 
Cal i fornia  small uater utilities. The Crftarja u*c to eelect 
small &star u t i l i t i e s  that  rscrivsd appravel fat qenaral  rate 
inCF*arms by resolukicjn in 198a and 1989. This rd~1plo Qf fourteen 
w a t r t  u t i l i t i e e  uec analyzed by investigat4hg certain financial 
indicator& calculated fron their i988 annual, reports t o  the CVJC 
lTahle 16). 
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The  C Q ~ P O ~  ground ehared by t h e  mma&l watrr conpaniee ie 
their camparable autharirw rate af &urn and their inability ta 
aarn it. Tan cumpanic3 a v t  ~f the four la in  f an pled eerncd .b 
naqative rate of return. other than theme i t m u ,  s taf f  f w n d  that 
tha anall ustrt  utilitiar haw na other rinanclrsl aimtlarities. 

The avsrage capital  structure far t h l ~  sample of emall watrr 
FCUbpaIBias epprQXimtcS th8t Of t h U  law* Water Utilftit8--4a% 
Ibng-tem dsb+ and 60% aaPI\IAOn Wpfty. HOWWCr, Si% Of U t i l i -  
tisa were mar 901 equkty finsnoed and at thr othr  extreme, kuo 
had negativr Q m o n  aqulty due to acowulntad operating laorrs 
uhich -re greater than accumulated w i t y  investsent. 

A Widaly held h l h f  fa that *#all water compan4rs rely 
heav i ly  upon 8hdValstQS and c ~ n t r l b u l i a n 8 .  This analyrh shouod 
that thrre ie a uld+ ramp t~ r)u lavelo of advances am c ~ n t r i -  
butlrrns held by the small w a l n r  utilities. For example th r re  were 
onLy three caapanimee ufkh LL r a f i s  higher than the 15% average. 
The rmrt hnd ratios hhw the #v+taqm. Five campmi- don't have 
any advances and contributbctns, rnterestingly, there latay be a 
cPrrelafion batmen the use of cantributd capital and the capi-  
tal i n t e n s i t y  or a rystea. ~ a r  cxmple, Benbw WataL-, tho most 
capital intensive r=mpmy w i t h  82,282 imrssted per custwmr, has 
one of tho loueet ec%nttiW%aU pXsrbt ratio, f.lQ%, but Elk Grave 
Watti, the lilaat eapitnl in tens lw  clollpany with 5193 invmted per 
metemtt, ha8 the highest pereantagr of cantributod plant ,  
62.12%. 

This ample d 6 m  not support the h l i e f  tha t  u t i l i t y  reve- 
hues decreasa with higher Icwelr of cmtrlbutwl tapi%al. The four 
caapaniee with revenue to n e t  plant ievestllsnt ratios greater 
khan the s'rt+rarje ale0 hold more contributed capital  than ths 
average. Tbrr ie, havwrr, no discasnibl+ correlation betwren 
eankribsrted capital end ratehama urningm. Banbow Water earned 
2.19% ert ratebaec in 1988 w h i l e  gXk Grovo earned 8.518 but A m -  
strong Valley earned the algl+rt: rafurn, 15.75t  with only 1.19P 
contributed capital and $1,613 invustud per cuatamer-, Thm co8.pany 
with the greatest  lose^^, Goa Quilicos at -50 .519 ,  had g e m  
mntzihted capital and 51.03% invrrted per currtamt. 

A factor contributing t6 s m a l l .  uater u t i l i t y  opmrating rilsk 
i* t h e i r  very high aperating +xpplhsop to Pperatlng ruwnuc9 ratio. 
All of t h e  ccimpaniee in the sample had cxtremly high operating 
~ k t i Q 8 ,  ranging from 64 .765  to ~ 3 0 . 9 4 +  end evuraginq 117.61k. 
EleVdn of the fourteen cumpniee Rad 6pm-tkkina ratior alwurt P o t .  
Not Iurpriaing, nct profit  margins 4w s l i m ,  ranging frorr 35.24% 
to -130.946. Tan of the rourtMn conganiea in th ia  aemplr had net 
profit rnarginr Of 10% or belczu. 
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A bailc rwqulstory r3-X is to esrabii5h r s e s  that arc rea- 
sonable t i  ratapayare a 4  *-hac aHlw u t l l l t i . q s  the appartunity t9 
earn their author5tad rai?urna. It i s  ritxtremeiy b i f i i c - a l r .  :a 
obtaia th-rt gaal for snaLL water utll~tier. 

421 ~~~~t~~ lnrto 
‘The ;arqe and amall u a k e r  utilltirs diffar greakLy w i t h  

respect: to changes rn sales and reverawas. The following zharr 
shows  that larga uat+r  utility r8tis  SP return (RORI are leas 
senaitlvr to chmqes in revenue than arm m a l l  water coapanles. 
rn this ~ r h m p l ~ ,  chanqing t h o  rxpeczsd revenues QI a C l a r a  A 
W3ter utility (San J4Sa Water Cmmpany) LOO varFur the rate of 
taturn f 37%. If rcvcnua, of a class D uatrr caipsay :Contra1 
Yalley Water Cormpany] ure changed by 10% the rata of return w i l l  
c%anqs k 3121. 

if 
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An altarnative attlwd would to gr4nt a nmonageaeni: feew, 
to the small water camgmnfae, which ueuld not he tied ta the 
rat&thme, but tical to other critgtla+ T b  effect Would t i l t  
the ROR line BO ttmt ft would raaambla the RoR lime af the l a q a  
u0ter utilities [Xatraqement €sar are dircusaed on page 711, that 
is, the operatianat r i s k  facing t h e  small water utilltios would 
be cewpanaataa. 

c. ctnatmm TMTp#M=tRo RUcTIem 

Typically C l s a s  IB, C anrl D ua-r utilities are paroitL8d t o  
tile advfcu letter requuto for timely rata relief withbut noed 
of a fermal bearing. Thir nethad cl infnatra the rsigh cart of u 
r i t e  cab= procamding. I n  motabliehing revenue roquiramantr, 
current prnctice is to prtfarm individual carpany analyses of 
operat:ing m e t a  and t o  authorize ;eoR from within a standard 
M-OV rahge. To a large mxtent, small water utiLitiss LW funded 
ealely w i t h  squtty capital. In the caw of 100% w i t y  financed 
cahpnnfes, the ROR iti the ROE. 

The currant atandard 'RQR for 100% equity. financeel small 
water utilities, l0.754 plus wf minus . I s % ,  hse been in cffaet 
rrtncm A p r i l  7 Q ,  1989. The uthpd for dar%vinq %he Btandard range 
is father wbjactive, vlth periodic rwi~sienu wad+ in roepoll~r t o  
Changan in pmrailiag iht*rmst rataa, inflation and general 
eoanoPlic conditions. mere ia no w t m d a r d  basis WLnt epread, bur 
eonsfdrratinn IL given to rta+nt returne rrutharftod for the 
larqur Clam A, hixed capitalized, water utiliti*s. The range af 
aukhorixed rsturne provia+r; i degree ol rlrwdbility in astttng 
revenue requirements to a l l w  for ptra+fwd differences in water 
quality, Bernice, aanaqament, ctc, vhf la atill proviafng a rea- 
sonable return t u  mers.  Ttir existence ai cwtmordioary circuola- 
stancee waul4 dictate a RDR diPPerent frlu the rtand;ard rate. 

Par smell water Mlaganiee u i t h  net. taxable income al lac+ 
khan $ 7 5 , 0 0 0 ,  ratemeklnq income t a x  ~~1euancee are bacrad an 
errect:lvr tax rates of 13% ot *e rirrt S W , O O O  and 35% of  the 
next $35,600 campamd ta 34% f o r  large elass A vater eomprnimo. 

lwer tax rater tranelata knto 1-r net-to-grass multipli- 
ers mnqing from 1.3 to 1.7 ab eppormd to the 1.7 maleiplies for 
n a i l s  A ~ ~ i p a n b + .  These taw rata difiarentiala rritigatr the 
highsr revenue rrquiremsnti usually aaeociatad ui th  ufflitfee 
naldinp high amaunte of -Sty capital. Table X7 rhms the pretax 
wcfqhted cast af c a p i t a l  fer fcwr of t h e  IargrCISt: Class A caapa- 
niss compared t o  the range avui lahle  to saelL uatqr companiss. 
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Current olassificatlons subdividtr the uttlitler by the 
number of oervico conncctlams, the ut4litisa, for the moat part ,  
b t r  s t f  11 regulatsd by the tradltlanal rrgulatory approaclr 
(rtkt+b88s r.gulatlon], Thio farm of regulation en the small 
water ukllifier [Clarrcra Et, C and rr;) s e e m  to axasarbate the 
problem. A roclasrlflcation el tho water utIJSties could be 
deaigned in a way t h a t  allaun the C O ~ ~ ~ h 6 5 6 n  l a  identity the 
anique acananic prahhms facad by the ut11ltiet vlt.hin B given 
el aau. 

la tm toot of the problem to s l l ~ l l l  water utllltlrs 

higher pur unit aoato than large utilitieb. Large w~tcr u t i l i -  
ties arm able t o  pmvlbe profarsiwral ranagemmt and lbvar coet 
scrv4cr bscaura u\ey 6prcad tho fixad uctsts of operatlenm over 
m t e  customers. Because of t h e  siaa and the nature of nrpera- 
tdons, it is otten  difficult for normal regu1atar-y toale to 
prwido the fntendcd pxwtmction fer both c0n8umcry1 and the amc111 
water utilitlms Besving them. 

To rrllwiata many of thQ problem that are facad by the 
small. watrr utirlties m n w  appraclch could be bwm:lmped in claa- 
sffication and regulrtfon. one prethod is classification af tho 
water utllftirs bard on the pucrunkrga of cantributions. When CI 
water utility haa a large p r ~ ~ n t ; a a e  of cantributiona in their 
capital base, O p e r a t i O M l  r i a  fncrmaeae for the utility. 

ie eoonoric Pur ""p n natura. small water utillt$+s provide uat+r at 

Lawr water omsptkniwi are capital intensive op+rat;fone that  
exhibit increisrhq returns to ms13r and enjoy w d l  defined 8cw- 
ice tcrritoricn, Ln which they a m  eala uupplimrs to CL captive 
c u s t a r + t  market w i t h  few substitutes. Bypaso (an i n d w t r f a l  
custon+r d r f l l h q  a wetlk)  t6uld occur due to Uneconon;ic diskor- 
tian ematdl by inappreprhtr rata 8eSign. Frequent rare C ~ F Q ~  
and balancing acconnt trsatment ail Uncentrollabl+ vpsrating 
WpfXIae~, f rtsulate ut f 1 ity sha~mhal darc t rom cwtrtrnc f inancia1 
and operating r i e k a .  Public u t i l i t y  rmqulatfon was d+rlgned for 
m n s p l y  industries sucti CIS laryu invretur omed water wnpaniea. 

m e  ratremaking procedures curtvartly r w r p l q e d  by t h e  C w n n i s -  
aion--mfiirsight of u t i l i t y  capital budqete, bputIhg  praluctivlky 
incantivee ztRd controlling crests of service--continue to ba 
appropriate for thie sector af tho. uatsr u t i t i t y  industry. Them 

77 



WA'IER CONSUMER OFFICE 

appear& to km no compcllidq raamcln to ehnngm. Hawever, the Cba- 
miasion could conalum- pornittinq uti1 i t y  representatives t o  
artfcullsfa their  ecrncolrna in a warRshop l i s t ing  optibhr and 
alternatives to cur-nk regulation pracadurrs. 

What incentives + X i a t  tor l8-r collpaniea or murtPclpalftfw3 to 
talcmover Ula lrwall  crmrpsnhr. 

Should the Curraissfon encourage such takebv+ts by creating 
suf f i c icnt  incentivau. 

mat weuld be the likely i apae  on ratma el both tha acquiring 
czMpany and tho campany acquimd. 

What prrrcticai problrtmr olpukd be canrlder~ad, i ,e. phycriarrl 
local i o n  and chsrarterititica , viab11 t t y  of intsrconntctinq 

W h i t  are t h  passlbilitiee of large water utilataes obtaining 
lo# coet SSmM tunda for uptjzadfnq any small *yttl;tlao they may 
takewer . 

6yBfLMBS. 

(2) J!h=cuQ- 
The problem ef small water utllltfas 4% fundamentally due 

to Lncufficient ccohmFee a~ ace$+ nnd not just inruff&rl+nt 
accesli to financinq. For that w#ron, thO CuxmA.nLL.i&h de well a8 
many other regulatory jurisdlattbhr araund the country have 
grant4d snail water companies lwar  equity returns than larger 
companies. Lan+theless, oba 11. water u t i  1 it lcs a ea el early more 

notion Chat the requlrad rmturn on invaatrrcht should be higher 
for smll water than for larye water camprttlps. 

sieky tb&n large water ut&litiea and thaary would B U p p D r t  the 
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A fund wuld bm cnaated f o r  the puqmm o f  Xendinq nmey ta 
mall uhtrr compmie~~, at mamanable rates an8 aver LI long enough 
repaynmt psriad t o  reduce t a b  shock, The proqran could bo 
aubstdized by qmsral surcharqa zavcnwm et qsnrrak oh1 lqat :an 
bad*,  pezmitting loans a t  vszy low or ne intareat rates. 

rn- 

When u campany owner l e n d s  Cundo t o  the coapany which it 
would b@ unable ta  re an Its mm, or guerantrmr R loan on tha 
C O I I I p n y ' s  behalf, th9 C<mmiS8&Qn cauld alloU S6m* prcrmium b a U +  
the cost of ma loan to mmpmsate for met rick and the potential 
tha t  t h m  money euuld have ba+n invested in c vmture that is mre 
pmfi tabla. 

Yo attract qurlifiw! management and to auintain Iwmagment*s 
interest In  the water systum, salary ooq#enaation could be set on 
am indivlduol basis rather than on u range or salaries. In 
addition t o  aalarhs, a management far GWld he cetksld~rd. 

Weter utilitias, large and amall, are allowad to expanse 
rnanaq-nt sslariea. a* Clam A uti l i t lrr  and s o m  af the C l a s s  
B u t i l i t i e a  f ind little fsnancial constraint; i n  negatiatlnrg the 
W u n t  that the Couieaian will appzovc, besides, these C l c r r l ; ~ ~  
palroos auch flnnncial rtxwnqth that eenagrmnt. salaries havt a 
small affect on their rete of return. X t  i s  ths eaalier C~&SL+S. 
C and I), vhrro management salaries play 4 larger imporlane* on 
thm company's rate o f  return. The curmfit proceea fee rutting 
management ralariaa Is to project the axpenme. Tha ComircionDs 
etaff then evaluates the amount by comparing it t b  ather u t i l i -  
t laa o t  riiilag efze and geegmphy. *at could be Fanaidered is 
the individual merits af the company and I ta  managemant.. Tor 
Wamplc, b water utility whose wnw]cr2#rator passeae dl Profso- 
oional gnglnoere Lfarnr+. er a Plulpbhg Licenae or sny Lfcrnoo 
t h a t  allows the awnarfpperator te prrfarm the work ralhor than 
having to cantract thr work out, cauld b9 allouQd 8 L a l s r y  that  
reflects the expertise and mmdtmont t o  the utility. 

Although CLlrs A water utilitiezs &BNe the same function as 
the class B, C and 0 ,  they rrhauld be regulated dlfCsrantly with 
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the iarua of managarant sa l rr i ea .  Hanageoent Peer eaorlct bP 
qr4nW to the Clasrs b, C and b water utf l f t ias .  Although them 
Is an rrqwsent that Class 8, C and D water u t l l i t i w  nquire IMP 
r a r k  than large u t : l k i t f e a ,  an i n c e n t i v e  is ntadcd f o r  the 
ouncr/opsratora of the m a l l  cJasaes, eapcclelly Class R. In the 
ClarF b u t i l l t i c s  many ere financially strapped and f i n d  it 
diSftcu1t ta find aiWltionnl lending an&Qw ndditfonal investora. 
Many resort to urtng t h d r  hr>ncrr malar  p + m m a l  praparty as 
c&llateral. A financial i n c m t i v r ,  auoh ao a nanaqement fee, 
wouaLd give reason ta remin with tR* .Isyabm rakher than to abn- 
4lYn it. 

(21 v 
?%e current prac++o in Gdtifornia for  srtting rates for the 

swill utilitiee is tRrwgh the advice latter f i l ing  proceee. %le 
method aAimhaW the high mmt e x  a ra te  c ~ l i m  praceeding, while 
PrstQeting the tiqhkr of bath the  Genmmaf a M  tho u t i l i t y  to 
participate in the p-eceaa. 

Altarn@tives that could be osnrldored i n  aett ing rat&. are 
aa follws: 

22  
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For whatever ram, .any mall utilities do net  C-R in  fur 
needed ta ts  facrcrar+o. AlLcvrLnq autoaatif! rata adjustm*nte which 
wuld be ret to an index would allow tML utility to rtcovsr those 
axp8norr that am wt or urn control of the u t i l i ty ,  rhe~~farre, 
the ncwery  of lost or gained M V ~ ~ I L O  are not adjuated when the 
utillty savee or wastes money and the stockholdair w i l l  bear 
these gains or costs. f n d w h g  vial also preman. the incentives 
found with test year ratemking. 

The cornrimion aan rithmr eanstruct a new index  ror tbe 
water tndurtry er use an + x i s t i n g  one, but One that does not 
canfain variables that 4r0 contrallablr by the utility. I I  the 
utllity is allowmd t o  have SOUL eontrctl over the variable  then 
thr index nay emve as a pa66 through acchaniss. For e%&mplm, 
the in$*% lay mv+r e ~ x p e m s t *  brought os, by drought oanditione, 
such as mandatory rationlnq. 

A ColaPbmfon apptpved remres could be drsignated by the 
camnirraion with the rol0 o l  arttling dfsputwi over s%p+nses 
batwmn the Commirrsion staff and the utility. Many of the uwll- 
ry water utilities would rind t h i s  advantagraw. For example, 
araallor water u t i l i t h s  dm not have the remurc+s to file fer 8 
tarnal r a k  case hearing to dirpute the expenses that C G W ~ B E ~ O R  
atair l.8 disapprwlng. 

1 3  
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V I .  IHIiBX OF TLIBmrrs 

Thm f ;ollWhg tab1 eo i 1 h a t  rate several topics diucuased in 
the t e x t .  For the mst part, t h e y  coaparr fha prfsrsanca of 
CaIirornia water ccr~panior w i t h  that af various other public ani3 
privata GOmpanteQ, The ssmpanfcf usid In those analysee a r e  
Eistrd fn Tablid 18 and 19. 

Advances C Cmkributione to Hal; Uti 3. ity Plant 

N e t  Plant lnveebant pat Custwer 

-rating Ratio 

Net P r r O t i t  Naxpin 

Rate Compari+una d Galizornia Ragulatad and 
Unregulated Mater util it ies 

samput crf Small water campanf~s f inancia l  Statistics 

Pra-Tux Weightad Cast u€ Capital 

Lj6t of Campanics U s e d  in the Data Tabla  

LiEt of Companies U a d  far mte & ueage Cehipatimns 
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COMPANY: 
DOCKET NO: 

EPCOR Water Arizona Inc. and Willow Valley Water Co., Inc. 
WS-01303A-15-0131 and W-01732A-I 5-01 31 

Response provided by: 
Title: 

Greg Barber (a-d) 
Controller - EPCOR Water (USA) Inc. 
Sarah Mahler (e-f) 
Rates Manager - EPCOR Water (USA) Inc. 

Address: 2355 W. Pinnacle Peak Road, Suite 300 
Phoenix, AZ 85027 

Company Response Number: RUCO 5.01 

Q: Net Present Value (“NPV’) Analvsis - This is a follow-up to RUCO data request 
4.04. In which RUCO asked the following: 

Did EPCOR do any NPV Analysis or revenue/cash stream projections when it 
purchased Willow Valley? If no analysis was prepared please explain why not? 

The Company responded: 

Yes, we did a NPV Analysis for the Willow Valley acquisition. However, the 
purchase price was the result of arms-length negotiation between the buyer and 
seller and represents the lowest acquisition price that the current owner would 
accept to sell the Willow Valley systems. This negotiated acquisition price was the 
result of protected negotiations with the seller who initially indicated an expectation 
of a higher acquisition price. The NPV analysis performed by EPCOR simply 
supported that negotiated price. 

Based on the Company’s response please answer the following questions: 
a. Please provide a copy of this NPV analysis, in excel format with formula 

intact. 
b. Please provide the name of the employee(s) who conducted this NPV 

analysis. 
c. The date the NPV analysis done. 
d. Did the rates department conduct this NPVAnalysis? If no what department 

conducted the NPV Analysis. 
e. When RUCO Staff, Mr. Michlik and Mr. Mease, met with Company 

representatives Sheryl Hubbard, Sarah Mahler and Alex Lovisetto, on 
August 28,2015, RUCO was told that the Company had not prepared a 
NPV analysis. Since then, RUCO has been told by the Company that it has 
done a NPV analysis. (See response above) Please explain the 
inconsistencies in the information provided to RUCO. 

f. Please explain, to the extent it has not been explained, in the Company’s 
response to e. above, why RUCO was not provided with a NPV analysis 
when originally asked on August 28,201 5. 

A: 

6713451-1 



a. EWAZ objects to DR RUCO 5.01(a) to the extent that it is not relevant to the 
Commission's determination of the present action and is not reasonably calculated 
to lead to the discovery of admissible evidence. The agreed purchase price was 
the result of arms-length negotiations and not a result of a financial model. 
Moreover, EWAZ's NPV analysis has no relevance on whether or not the proposed 
acquisition is in the public interest as EWAZ has committed to abide by the rates 
established by the Commission in Willow Valley's most recent rate case. EWAZ 
further objects to DR RUCO 5.01(a) to the extent that the information requested is 
highly confidential business information or trade secrets. Disclosure of the 
information requested by RUCO, even pursuant to a protective agreement, would 
adversely impact RNAZ's future operations and the Commission's stated policy of 
encouraging the consolidation of private utilities. 

b. The financial analysis was conducted by the Finance group under the supervision 
of Greg Barber. 

c. The financial analysis was completed in October 2014. 
d. The Rates Department did not conduct the financial analysis. See also response to 

b. above. 
e. The named employees stated they were not the people who had conducted the 

financial analysis and that any questions relating to the financial analysis would be 
better addressed through a formal data request. 

f. See e above. 

671315 1-1 
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I. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

INTRODUCTION 

Please state your name, position, and business address. 

Ralph C. Smith. I am a Senior Regulatory Consultant at Larkin & Associates, PLLC, 

15728 Farmington Road, Livonia, Michigan 48 154. 

Please describe Larkin & Associates. 

Larkin & Associates is a Certified Public Accounting and Regulatory Consulting firm. 

The firm performs independent regulatory consulting primarily for public servicehtility 

commission staffs and consumer interest groups (public counsels, public advocates, 

consumer counsels, attorneys general, etc.). Larkin & Associates has extensive experience 

in the utility regulatory field as expert witnesses in over 600 regulatory proceedings 

including numerous electric, gas, telephone, and water and sewer matters. 

Mr. Smith, please summarize your educational background. 

I received a Bachelor of Science degree in Business Administration (Accounting Major) 

with distinction from the University of Michigan - Dearborn, in April 1979. I passed all 

parts of the Certified Public Accountant (“C.P.A.”) examination in my first sitting in 1979, 

received my CPA license in 1981, and received a certified financial planning certificate in 

1983. I also have a Master of Science in Taxation from Walsh College, 1981, and a law 

degree (“J.D.”) cum laude from Wayne State University, 1986. In addition, I have 

attended a variety of continuing education courses in conjunction with maintaining my 

accountancy license. I am a licensed C.P.A. and attorney in the State of Michigan. I am 

also a Certified Financial PlannerTM professional and a Certified Rate of Return Analyst 

(“CRRA”). Since 198 1, I have been a member of the Michigan Association of Certified 

Public Accountants. I am also a member of the Michigan Bar Association and the Society 

of Utility and Regulatory Financial Analysts (“SURFA”). I have also been a member of 
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the American Bar Association (“ABA”), and the ABA sections on Public Utility Law and 

Taxation. 

Q. 
A. 

Please summarize your professional experience. 

Subsequent to graduation from the University of Michigan, and after a short period of 

installing a computerized accounting system for a Southfield, Michigan realty 

management firm, I accepted a position as an auditor with the predecessor CPA firm to 

Larkin & Associates in July 1979. Before becoming involved in utility regulation where 

the majority of my time for the past 36 years has been spent, I performed audit, 

accounting, and tax work for a wide variety of businesses that were clients of the firm. 

During my service in the regulatory section of our firm, I have been involved in 

rate cases and other regulatory matters concerning electric, gas, telephone, water, and 

sewer utility companies. My present work consists primarily of analyzing rate case and 

regulatory filings of public utility companies before various regulatory commissions, and, 

where appropriate, preparing testimony and schedules relating to the issues for 

presentation before these regulatory agencies. 

I have performed work in the field of utility regulation on behalf of industry, state 

attorneys general, consumer groups, municipalities, and public service commission staffs 

concerning regulatory matters before regulatory agencies in Alabama, Alaska, Arizona, 

Arkansas, California, Connecticut, Delaware, Florida, Georgia, Hawaii, Illinois, Indiana, 

Kansas, Kentucky, Louisiana, Maine, Maryland, Massachusetts, Michigan, Minnesota, 

Mississippi, Missouri, New Jersey, New Mexico, New York, Nevada, North Carolina, 

North Dakota, Ohio, Oregon, Pennsylvania, South Carolina, South Dakota, Tennessee, 

Texas, Utah, Vermont, Virginia, Washington, Washington D.C., West Virginia, and 

Canada as well as the Federal Energy Regulatory Commission and various state and 

federal courts of law. 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

Have you prepared an attachment summarizing your educational background and 

regulatory experience? 

Yes. Attachment RCS- 1 provides details concerning my experience and qualifications. 

On whose behalf are you appearing? 

I am appearing on behalf of the Residential Utility Consumer Office (“RUCO”). 

Have you previously testified before the Arizona Corporation Commission? 

Yes. I have previously testified before the Commission on a number of occasions. As 

illustrative examples, in 2000, I filed testimony on behalf of the Commission Utilities 

Division Staff in Docket No. T-1051B-99-0497, involving the merger of the parent 

companies of Qwest Communications Corporation, LCI International Telecom Corp. and 

U.S. West Communications, Inc. I testified before the Commission in Docket No. E- 

01 345A-06-0009, involving an emergency rate increase request by Arizona Public Service 

Company (“APS” or “Company”); APS’ Docket Nos. E-01 345A-05-08 16, E-01 345A-05- 

0826, and E-01 345A-05-0827, concerning proceedings involving APS base rates and 

other matters; Docket No. E-01 345A-08-0172, concerning an emergency rate increase and 

general rate case request; and the most recent APS case, Docket No. E-01345A-11-0224. 

I also testified before the Commission in UNS Gas, Inc. rate cases, Docket Nos. G- 

04204A-11-0158, 6-04204A-08-0571, 6-04204A-06-0463, G-04204A-06-0013 and G- 

04204A-05-083 1 ; in UNS Electric, Inc. rate cases, Docket Nos. E-04204A-06-0783 and 

E-04204A-12-0504; and in Southwest Gas Corporation rate cases, Docket Nos. G- 

01551A-07-0504 and G-01551A-10-0458. I testified before the Commission in the 

Arizona-American Water Company in Docket Nos. W-0130314-09-0343 and SW-01303A- 

09-0343. I have also presented testimony in Tucson Electric Power Company rate cases, 
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Docket Nos. E-01933A-07-0402 and E-01 933A-12-0291, among others. I also testified in 

the reorganization of UNS Energy Corporation in Docket Nos. E-04230A-14-0011 and E- 

01933A-14-001 l. Most recently, I testified before the Commission on behalf of RUCO in 

the EPCOR Water Arizona, Inc. rate case, Docket No. WS-01303A-14-0010. 

Q. 
A. 

Q. 
A. 

Q. 

What is the purpose of the testimony you are presenting? 

The purpose of my testimony is to address the transfer of assets of Willow Valley Water 

Co. Inc. (“Willow Valley”) to EPCOR Water Arizona Inc. (“EWAZ”) (collectively, the 

“Applicants”). Specifically, I have been asked by RUCO to address issues concerning the 

impact of such a transfer on the Accumulated Deferred Income Tax (“ADIT”) balances of 

the water utility, and related concerns about income tax normalization. Based on my 

experience in dealing with similar issues in other cases involving transfer of ownership of 

utilities and rate case treatments, as well as with regulated public utility income tax issues, 

I will also address options available to the Commission for dealing with these issues in the 

current case, and will present my recommendations. 

What information did you review in conducting your analysis? 

I reviewed the Joint Application and direct testimony of Willow Valley and EPCOR, 

direct testimony of Staff and RUCO (focusing on the ADIT-related issues), and the 

rebuttal testimony of Willow Valley and EPCOR as well as selected responses to data 

requests, and public information. I also reviewed information contained Larkin & 

Associates’ files for other cases in which similar issues were investigated. 

Have you prepared any attachments to be filed with your testimony? 
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A. 

Q. 
A. 

Yes. Attachments RCS-1 through RCS-10 contain additional background and 

qualifications information and copies of selected documents that are referenced in my 

testimony. 

Please briefly explain what is included in each of those attachments. 

Attachment RCS- 1 contains additional information on my Background and Qualifications. 

Attachment RCS-2 contains Staff responses to Willow Valley Data Request Set 1. 

Attachment RCS-3 contains Private Letter Ruling 9447009, dated November 25, 

1994. 

Attachment RCS-4 contains Private Letter Ruling 941 8004, dated January 14, 

1994. 

Attachment RCS-5 contains Dominion Peoples/SteelRiver, Joint Petition for 

Approval of Settlement in Pennsylvania PUC Docket No. A-2008-2063737, dated 

September 4,2009. 

Attachment RCS-6 contains excerpts of T.W. Phillips Gas and Oil Co./SteelRiver, 

Joint Petition for Approval of Settlement in Pennsylvania PUC Docket No. A-2010- 

2210326, dated April 15,2015. 

Attachment RCS-7 Dominion Hope/Peoples Hope Gas Companies, LLC, West 

Virginia PSC Order in Case No. 08-1761-G-PC, dated December 22,2009. 

Attachment RCS-8 contains Excerpts on the ADIT Issue from Connecticut Public 

Utilities Regulatory Authority's January 22, 2014 Decision in Docket No. 13-06-08, 

Application of Connecticut Natural Gas Corporation to Increase Its Rates and Charges. 

Attachment RCS-9 contains Iberdrola-UIL/OCC settlement in Connecticut PURA 

Docket 15-07-38 containing resolution of previously noted loss of utility ADIT concerns. 

Attachment RCS-10 contains Connecticut Public Utilities Regulatory Authority 

May 9, 2014 letter to Connecticut Natural Gas Corp. in Connecticut PURA Docket about 
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the need for the Private Letter Ruling request to be even-handed, neutral, fair, open and 

transparent on the applicability of the Depreciation Normalization rules contained in 26 

U.S. Code 6 168(i)(9) and Treas. Reg. §1.167(1)-1, to the ADIT issue raised in that 

proceeding. 

11. 

Q- 
A. 

Q. 
A. 

Q. 

BACKGROUND 

What Arizona utilities are involved in the proposed transaction? 

Willow Valley Water Co., Inc. is requesting authority to sell its assets and transfer its 

certificate of convenience and necessity (''CCN") to EWAZ. 

Please briefly describe Willow Valley Water Co., Inc. 

Willow Valley is a public service corporation in Arizona, authorized for the provision of 

water utility service in a portion of Mohave County under a CC&N granted in 

Commission -Decision Nos. 32436, 34869, 55434, 68610. Willow Valley serves 

approximately 1,620 connections in its approximately 3.5 square miles existing service 

area. Its current water system consists of 10 wells, with a total capacity of 1,765 gallons 

per minute; 4 storage tanks, with a combined capacity of 502,000 gallons; 12 booster 

pump stations; and associated distribution systems. Willow Valley's parent, Global Water 

Resources, Inc. ("Global") is well capitalized and has access to the financial markets. 

Global is a water resource management company based in Phoenix that owns and operates 

regulated water, wastewater and recycled water utilities. The stock of Global's parent, 

GWR Global Water Resources Corp., is traded on the Toronto stock exchange and it 

reported total assets of approximately $307.6 million and had annual revenue of 

approximately $33 million in 2013 and 2014. 

Please briefly describe EWAZ. 
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A. 

Q. 
A. 

EWAZ is a public service corporation, authorized to provide water service to nine districts 

in Arizona, among of which are the Mohave and North Mohave Water Districts. These 

two districts are located ten miles north of Willow Valley’s certificated service area. 

EWAZ serves approximately 128,000 water customers in Arizona, including 

approximately 16,000 in its Mohave Water District and 2,000 in its North Mohave Water 

District. EWAZ is a subsidiary of EPCOR. EPCOR is headquartered in Edmonton, 

Alberta, Canada. The sole shareholder of EPCOR is the City of Edmonton, Canada. 

EPCOR has two key business lines: (1) water and (2) wires, and serves primarily in three 

regions: (1) the Edmonton region, (2) Alberta’s oil sands and (3) the Southwestern U.S. 

EWAZ is part of EPCOR’s water and wastewater business in the Southwestern U.S. 

region. In this region, EPCOR’s regulated water utilities are located in Arizona and New 

Mexico and include Chaparral City Water Company, EPCOR Water Arizona (aka 

“EWAZ”), and EPCOR Water New Mexico. Those Southwestern U.S. EPCOR utilities 

provide water and wastewater services. to approximately 195,000 customer connections 

across 22 communities. For 2013, EPCOR had: 
Consolidated Revenue of C$1.955 billion, of which approximately 
27 percent is related to its water services; 
Consolidated Operating Income of C$290 million, of which 
approximately 40 percent is related to its water services; 
Consolidated Total Assets of C$5.447 billion, of which 
approximately 48 percent is related to its water services; and 

0 Consolidated Earnings before Interest, Taxes, Depreciation, and 
Amortization (EBITDA) of C$435 million, of which approximately 
40 percent is related to its water services. 

What are some of the reasons cited by Applicants for their proposed transaction? 

Willow Valley is a Class C water utility that is located close to EWAZ’s Mohave Water 

District. Global had indicated that it is seeking to focus on its main service area in 

Maricopa and Pinal Counties and on its core business strategy of providing regionally 
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integrated water and wastewater service, and has decided to divest Willow Valley's two 

potable water systems in Mohave County. 

EWAZ has agreed to buy all of Willow Valley's assets necessary for the operation 

of Willow Valley's utility systems, which includes its water systems; associated real 

property; and the permits, certificates, and other approvals that grant Willow Valley the 

authority to operate its system, including its CC&N. Also, all customer meter deposits, 

developer deposits, and prepayments under any line extension agreements held by Willow 

Valley will be transferred to EWAZ as part of the Transaction. EWAZ will assume the 

refunding obligations, if any, for these deposits and prepayments. Willow Valley will 

retain all customer security deposits, apply any deposits to its last bill to customers, and 

refund any difference. 

EWAZ plans to pay the full purchase price, which includes a component of 

compensation for the going concern value of the Willow Valley systems. EWAZ 

proposes a mechanism to recovery from Willow Valley ratepayers the acquisition 

premium (amount that it would be paying in excess of existing rate base). The 

Transaction is not expected to affect any other utility. Because the proposed transaction is 

structured as an asset sale, one result of the transaction, if approved, would be to 

extinguish the existing Accumulated Deferred Income Taxes ("ADIT") on Willow 

Valley's books, which are currently providing a significant source of non-investor supplied 

cost-free capital supporting the water utility's rate base. Extinguishment of exiting utility 

ADIT is one factor that presents a source of harm to ratepayers since, other things being 

equal, the rate base would be significantly higher post-transaction and the rate base 

increase due to the extinguishment of existing ADIT is attributable to the ownership 

transfer and how it is being structured. 
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- DR. CR. 
$3,500,000 

$3.500.000 

111. 

Q. 
A. 

I 

,Deferred Federal Income Taxes 
Accumulated Deferred Income Taxes 

CONCERNS REGARDING THE PROPOSED TRANSACTION AND THE WAY IT 

$3,500,000 
$3,500,000 

IS STRUCTURED, WHICH WILL EXTINGUISH THE EXISTING ADIT 

BALANCES OF THE WATER UTILITY. 

What is ADIT? 

ADIT is a source of non-investor supplied, zero-cost capital that is used for ratemaking 

purposes as an offset to rate base. ADIT related to tax and book depreciation timing 

differences results from the utility recording Deferred Income Tax on its books. A 

simplified accounting example of the impact of tax depreciation exceeding book 

depreciation is provided below. This illustrative example assumes that tax depreciation 

ITo record the reduction to current Federal income taxes from the use I 
of accelerated tax depreciation 

I I 

The decrease to Current Income Taxes Expense of $3.5 million is offset by the 

increase of Deferred Income Tax Expense. The ADIT of $3.5 million becomes cost-free 

capital that is provided by ratepayers through that payment of the utility's revenue 

requirement, which includes Deferred Income Tax Expense. The ADIT also has 

similarities to a zero cost loan from the government in the form of deferred income tax 

payments in that the company can use the tax savings it realized by the deductions for 

accelerated tax depreciation interest-free until some point in the future, typically when the 

asset is retired or sold. 
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Q. 
A. 

Q. 

A. 

Q. 

A. 

Q. 

How is ADIT typically treated for ratemaking purposes? 

ADIT represents a source of cost-free capital to the utility, For utility ratemaking 

purposes, the ADIT is typically reflected as a deduction to utility rate base, to reflect that 

this is a source of non-investor-supplied cost-free capital. Because ADIT for liberalized 

depreciation is a rate base offset, the decreased amount of ADIT equates to an increased 

rate base. 

How would the utility's existing ADIT amounts be affected by the transfer of 

ownership, and the way it is structured? 

Because the proposed transaction is structured as an asset sale, the existing ADIT on 

Willow Valley's books would be extinguished. Put another way, the proposed transaction 

would result in eliminating Willow Valley's ADIT balance. Basically, the interest-free 

loan that has been provided to Willow Valley through ratepayer funding of the utility's 

deferred tax expense would disappear. This would occur because the seller would need to 

pay the income tax liability that would be triggered by the sale of assets (for income tax 

purposes) to the new owners. 

Is the extinguishment of existing utility ADIT a major source for concern with this 

proposed transaction and how it is structured? 

Yes. Other things being equal, the extinguishment of existing ADIT would contribute to 

Willow Valley having a significantly higher rate base, post-transaction. Thus, the 

extinguishment of existing ADIT is one aspect of the proposed transaction that presents a 

source of harm to ratepayers, if not remedied. 

Have you encountered this type of issue in other proceedings? 
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A. 

Q. 

A. 

Q. 

A. 

Yes. The extinguishment of existing ADIT can arise from transfer of ownership 

transactions, including transactions that are structured as a sale of utility assets, as is the 

case with the Applicants' proposed transaction. Extinguishment of existing utility ADIT 

can also occur when a proposed transaction is structured as a stock sale, when a special 

income tax election is made (pursuant to Internal Revenue Code $338(h)(10)) to treat the 

stock transfer as an asset sale for federal income tax purposes. This situation of ADIT 

extinguishment can thus present itself in the context of a transfer of ownership proceeding 

when either type of transaction exists. For the proposed transaction involving Willow 

Valley, the existing utility ADIT would be extinguished because the Applicants have 

proposed to structure the utility change-in-control transaction as an asset sale. 

If the extinguishment of existing utility ADIT balances are disclosed during a 

proposed utility acquisition or ownership transfer, what concerns does that raise? 

If the extinguishment of existing utility ADIT balances are disclosed during a proposed 

utility acquisition or ownership transfer, concerns are typically raised regarding whether 

the proposed transfer will have detrimental consequences to ratepayers because of the loss 

of the ADIT that had been accumulated, and the impact on utility rate base. As noted 

above, structuring the change of control transaction as an asset purchase for federal 

income tax purposes results in eliminating the existing ADIT balance that had built up on 

the utility's books, which functions as a substantial rate base deduction. 

How can utility ratepayers be protected against the harmful impacts of such a 

transaction? 

In order to protect ratepayers from the rate base increase related to this detrimental aspect 

caused by the change in ownership and the way the ownership change is being structured, 

the requested transaction could be denied if the harm cannot be adequately remedied. 
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Q* 
A. 

Q* 

A. 

Alternatively, a hold harmless provision or some other type of condition that will protect 

ratepayers from the detrimental impact of the substantial rate base increases caused by the 

ownership change and the way it is structured should be required among the conditions for 

approval. 

What happens to the ADIT balances in the period after the ownership transfer? 

The proposed ownership transfer, as noted above, would result in setting the utility's 

existing ADIT balances to zero. After the transfer, the new owner will typically reflect a 

tax basis in the acquired assets based on the fair value of the assets as of the transfer date, 

and will begin accruing tax depreciation from that date forward, using the new tax basis. 

This process of recording deferred income tax expense and crediting the ADIT account for 

book-tax differences, such as for accelerated tax depreciation, then starts the process of 

rebuilding the ADIT balance from the ownership transfer date forward. 

What did Staff and RUCO recommend in order to protect ratepayers from the 

extinguishment of existing utility ADIT as a result of the proposed transaction? 

Staff and RUCO recommended a hold harmless provision that would essentially maintain 

the same level of rate base offset that existed prior to the ownership transfer on a post- 

ownership transfer basis. Staff s proposal, for example, involved reclassifying the ADIT 

balance as a Regulatory Liability. RUCO made a similar proposal: to require the use of a 

Regulatory Liability to protect ratepayers. Another way to view these Staff and RUCO 

recommendations would be as a condition for approval of the proposed transaction that 

Applicants accept and agree to a requirement to establish a Regulatory Liability which 

will be used as a rate base offset in future rate cases. 
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Q. 

A. 

Q- 

A. 

Is requiring a condition for approval of the proposed transaction that Applicants' 

accept and agree to a requirement to establish a Regulatory Liability which will be 

used as a rate base offset in future rate cases, the same as transferring an ADIT 

balance from one owner to another? 

No, 

structured as an asset transfer would not occur. The ADIT balance would be extinguished. 

Transferring an ADIT balance in a change-of-control transaction that is being 

Requiring Applicants to accept and agree to a requirement to establish a 

Regulatory Liability or some alternative method of protecting ratepayers, which will be 

used as a rate base offset in future rate cases, is not the same thing. It presents these 

choices to the Applicants: (1) accept the requirement to establish the Regulatory Liability 

as one of the conditions that are being required to obtain approval of the change-of-control 

transaction, or (2) withdraw the proposed transaction and re-submit it with a structure that 

does not involve extinguishment of existing utility ADIT, or (3) have the proposed 

transaction rejected since a significant source of ratepayer harm (increased rate base cause 

by the transaction and how it is structured) has not been remedied sufficiently for the 

transaction to be in the public interest. 

What has EWAZ stated about the ADIT and Regulatory Liability issue in its 

rebuttal testimony? 

The rebuttal testimony of EWAZ witness Sarah Mahler addresses this issue at pages 10-1 1 

of 14. EWAZ opposes the creation of a Regulatory Liability on Willow Valley's books. 

Reasons for opposition stated include EWAZ's opinion that this would have a negative 

impact on the consolidation of small water systems in Arizona, and uncertainty about the 

ability to close the transaction if the ADIT-associated Regulatory Liability requirement is 

included in the final order. 
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Q. 
A. 

Q- 

A. 

Does she offer an alternative? 

At page 11, Ms. Mahler states that, if Staffs recommendation is adopted, EWAZ 

recommends that the amortization of the Regulatory Liability commence immediately 

upon transfer, based on a seven-year amortization period, i.e., a rate of 14.3 percent per 

year, which she indicates would produce amortization of $37,175 per year, based on 

Global's net ADIT balance decline from $367,598 to $260,224 between December 31, 

201 1 and December 3 1,2014. 

What has Willow Valley stated in its rebuttal about the ADIT and Regulatory 

Liability issue? 

Willow Valley/Global witness Ron Fleming states as follows on page 3 of his rebuttal 

testimony: 

Q. What aspect of their [Staff and RUCO] testimony concerns you most? 

A. Their proposal to create a regulatory liability for EWAZ in the amount 
of $260,224 as an offset to EWAZ's rate base. This is very significant in 
the context of Willow Valley's rate base of approximately $2.2 million, as 
contemplated in the Asset Purchase Agreement. An 11% reduction to rate 
base is significant; when also considering the fact that the ADIT liability 
must still be accounted for by Global in fbture tax filings. This is akin to a 
double accounting. If other companies face this issue of a significant cut to 
rate base due simply to an asset sale, it will become very difficult to 
financially justify pursuing any such deals, Mr. Walker will explain why 
this proposed regulatory liability should be rejected. 

Willow Valley's other rebuttal witness, Paul Walker, asserts that the Regulatory 

Liability is poor regulatory policy and "will not only end this transaction, it will establish a 

phenomenally high level of regulatory uncertainty that will make consolidating Arizonak 

water utility impossible."' He claims further that the Staff and RUCO recommendation is 

unprecedented.2 He is apparently not aware of any case where a Regulatory Liability has 

' Rebuttal Testimony of Paul Walker on Behalf of Willow Valley Water Co., Inc. ("Walker Rebuttal") at page 4. 
Id. 
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Q. 

A. 

been ~rea ted .~  After stating that he is not an attorney nor a tax accountant and that he is 

"not opining on the tax consequences raised by the forced transfer of ADIT from one 

owner to another" and apparently based on his reliance upon a Nebraska utility's witness 

who is not filing testimony in the current proceeding, Mr. Walker implies or asserts that 

the ADIT issue would violate IRS tax normalization rules.4 

Willow Valley/Global witness Fleming, at page 3 of his rebuttal testimony, asserts 

that having $260,224 as an offset to EWAZ's rate base would be a significant 

reduction of approximately 11 percent to Willow Valley's rate base of approximately 

$2.2 million, as contemplated in the Asset Purchase Agreement. Willow Valley 

rebuttal witness Walker, at page 5, states that: "As Mr. Fleming explains, the 

regulatory liability will significantly reduce rate base. And if rate base is reduced 

each time a utility is sold, there will be significant disincentive for acquisitions of 

water utilities." Is that the only way to look at the impact of the proposed 

transaction? 

No. These Willow Valley/Global witnesses seen to have it backward. Rate base would 

not be reduced as a result of their proposed transaction; it would be increased due to the 

extinguishment of the existing Willow Valley ADIT, which provides a source of non- 

investor-supplied cost-free capital that is currently supporting some of the Willow Valley 

rate base. That ADIT balance has already accumulated on Willow Valley's books and 

currently represents a rate base offset. But for the proposed ownership transfer (and how 

it is being structured), that existing ADIT would continue to be used as an offset to 

Willow Valley rate base. In contrast, the extinguishment of that existing ADIT would 

result in a significant increase in the Willow Valley rate base, which would be occurring 

Id, at 5, lines 23-24. 
Id at page 6. He attaches a copy of Nebraska testimony from Mr. Lovinger as Attachment Walker-1. 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Surrebuttal Testimony of Ralph C. Smith 
Docket Nos. W-O1732A-15-0131 & W-O1303A 
Page 16 

Q* 
A. 

Q. 

A. 

15-0131 

solely due to the proposed ownership transfer, and how it is being structured as an asset 

sale. 

Would the Regulatory Liability reduce Willow Valley's pre-transfer rate base? 

No. The idea of the Regulatory Liability is simply to prevent, or remedy, the significant 

rate base increase that would occur solely as the result of the change-of-ownership 

transaction and how that proposed transaction is structured. The Regulatory Liability 

would essentially keep the rate base at the same level it was prior to the ownership change. 

Viewed from the perspective of before-and-after the ownership change, the Regulatory 

Liability does not reduce the pre-transaction Willow Valley rate base, it simply prevents it 

from increasing substantially due to the proposed ownership change and how the 

transaction is being structured. 

Is extinguishment of existing utility ADIT balances due to how ownership transfer 

transactions are structured something that you believe should be encouraged by 

utility regulators, including this Commission? 

No. Existing utility ADIT should be preserved by regulatory authorities, including this 

Commission, in utility ownership transfers whenever possible. For most utilities, ADIT 

represents a significant source of non-investor-supplied cost-free capital that supports the 

investment in utility rate base and which helps hold down rate increases. This appears to 

be the situation for Willow Valley as well, where the impact of ADIT could be as much as 

11 percent (or more) of rate base. Whenever utilities are being transferred and the transfer 

can be accomplished by using a structure that does extinguish the existing utility 

ADIT, structuring the ownership transfer in a manner to preserve existing utility ADIT 

should be encouraged. In contrast, transferring utilities between well-capitalized owners 

in transactions that are structured to extinguish existing utility ADIT is something that 
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should be discouraged. Extinguishment of existing utility ADIT from ownership transfers 

should be discouraged, particularly if there are other ways of achieving an ownership 

transfer that would preserve the utility ADIT. 

Q. 

A. 

Some concerns have been raised about tax normalization requirements. Will you 

please address those concerns, and advise the Commission based on your experience 

of similar issues have been handled in other utility ownership transfer situations? 

Yes. In the Fortis acquisition of UniSource Energy Corporation (and its utility 

subsidiaries, Tucson Electric Power, UNS Electric and UNS Gas), Docket Nos. E- 

0423OA-14-001 l and E-01933A-14-001 l, the potential harm to ratepayers from 

extinguishment of utility ADIT was addressed by assuring that the transaction was being 

structured in a manner (as a stock purchase) such that existing utility ADIT was being 

e~tinguished.~ Assurance that there would be no potential harm to ratepayers from 

extinguishment of utility ADIT was also similarly addressed in other recent high profile 

utility industry mergers, including Exelon-PHI and Iberdrola-United Illuminating. Based 

on my regulatory experience, it is generally preferable to avoid having the utility ADIT 

extinguished due to the structure of the change-in-control transactions, rather than 

allowing a proposed transaction to be consummated that is structured in a manner to 

extinguish utility ADIT, and having to develop remedies to alleviate the harm to rate 

payers from the higher rate base that exists post-acquisition due to the ADIT 

extinguishment. One of the difficulties in crafting remedies to protect ratepayers from 

change-in-control transactions that are structured in a manner to result in extinguishing 

That transaction was structured as a stock purchase and it was codirmed in discovery that no Internal Revenue 
Code $338(h)(10) election (to treat the transfer as an asset sale for federal income tax purposes) would be made in 
conjunction with that transaction. See, e.g., Applicants' response to RUCO UNS 1.02 reproduced in Attachment 
RCS-5, page 40 of 88 in my prefiled direct testimony on behalf of RUCO in Docket Nos. E-04230A-14-0011 and E- 
01933A-14-001 l.  
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existing utility ADIT is doing so without implicating concerns regarding tax normalization 

requirements. 

Q. 

A. 

Q. 

Has Staff responded to a discovery request that asked about the tax normalization 

concern? 

Yes. Staffs Responses to Willow Valley Water Co., Inc.'s First Set of Data Requests to 

Staff include some material that relates to the ADIT issue. Staffs response to Willow 1.8 

states that: 
Staff has determined that its recommendation to create a regulatory 
liability to replace the ADIT balance may result in a violation of the 
IRS normalization rules and therefore withdrawal of this 
recommendation is under internal review. 

Additionally, a portion of Staffs response to Willow 1.1 (work papers) poses the 

following questions: 

May 'the buyer reduce its rate base by the seller's pre-disposition deferred 
tax liability (DTL) 

- By an amount that happens to equal the seller's DTL? 

- May buyer reduces [sic] its revenue requirement by an amount that 
approximates the effect of the seller's pre-acquisition DTL on its return? 

That Staff response also contains handwritten "no" responses to the two questions. 

The Staff response also includes a copy of Private Letter Ruling ("PLR") 143241-14 dated 

July 6,  2015.6 

Are you convinced by that Staff data request response that the correct answers to 

those two queries are unequivocally "no"? 

A copy of those Staff responses is included in Attachment RCS-2. 
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A. 

Q. 

A. 

Q. 
A. 

No. I believe the correct answers may be more nuanced, and may be dependent on the 

specific facts involved in each unique situation. Provisions that are accepted in a 

stipulation as conditions imposed on a change-in-control transaction can, and have been 

crafted in various ways to achieve ratepayer protection without necessarily subjecting the 

utility to normalization violations that would prevent the utilities’ use of accelerated tax 

depreciation. Having said that, it is usually much easier for regulators to reject proposed 

change in control transactions that extinguish utility ADIT than to craft adequate remedies 

that are immune to normalization concerns. 

Do you agree with Staff and Applicants that some concerns about tax normalization 

requirements have been raised that may require resolution in order to avoid harm to 

ratepayers ? 

Yes. 

Should the Commission require a thorough vetting of the normalization concerns? 

That depends. If the Commission were inclined to approve the proposed transaction as 

presently structured, and were inclined to utilize the Regulatory Liability approach to 

remedying the extinguishment of utility ADIT, then the normalization concerns would 

probably need to be fully vetted prior to approval of the transaction. 

If the Commission is inclined to reject the proposed transaction for reasons that 

could include because of how it has been structured to result in extinguishing existing 

Willow Valley water utility ADIT, then there would be no need to thoroughly vet 

normalization concerns or to require a private letter ruling to be obtained. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Would rejection of Applicants' proposed transaction because of how it was 

structured prevent Applicants from re-thinking, re-structuring, or re-presenting 

their proposed ownership transfer of Willow Valley? 

Probably not. Rejection of the transaction as presently structured presumably would not 

preclude Applicants from restructuring their proposed change-in-control transaction in 

another form that would entail extinguishment of existing utility ADIT balances, or 

from subsequently requesting Commission approval of a revised transaction that is 

structured to preserve existing ADIT balances. 

Is requiring a private letter ruling from the IRS one way of having normalization 

concerns vetted? 

Yes. By requiring the Applicants to obtain a private letter ruling based specifically on the 

fact situation presented in this proceeding, and ideally requiring that before transaction 

approval, that would be one way in which the normalization concerns that have been 

raised could be thoroughly vetted. Since ratepayers are not causing Applicants to propose 

structuring their change-of-ownership transaction in a form that would result in 

extinguishing existing utility ADIT, if the PLR route is used, the cost of preparing and 

obtaining the PLR should be borne by Applicants and not charged to Willow Valley 

ratepayers. Additionally, to assure that the PLR request is factually accurate and 

presented in a balanced manner, the Staff and RUCO should have input to its drafting 

before it is submitted to the IRS. 

You mentioned that a PLR was included with Staff's response to an EWAZ data 

request. Does that PLR 143241-14 appear to be based on Willow Valley's situation? 

No, it does not. That PLR contains the following description, which does not appear to be 

based on Willow Valley's situation: 
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Taxpayer, a wholly-owned subsidiary of Parent, is primarily engaged in the 
business of generating, transmitting, distributing, and selling electric power 
to customers in State A and State B. It is subject to regulation by 
Commission A, Commission B, and Commission C with respect to terms 
and conditions of services, including the rates it may charge for its services. 
All three Commissions establish Taxpayer's rates based on Taxpayer's 
costs, including a provision for a return on the capital employed by 
Taxpayer in its regulated business. 

The law of State A provides a process under which a utility may recover its 
costs relating to projects such as new electric generation facilities as a 
stand-alone rate adjustment added to customers' base rates. As relevant to 
this ruling request, the process for setting the rates involves two 
components. First, a taxpayer files estimated projections of all factors, 
including Accumulated Deferred Federal Income Taxes (ADFIT), relevant 
to the costs associated with the facility that is the subject of the rate 
adjustment. Rate base for this purpose is calculated using an average of the 
thirteen projected end of month balances of the components of rate base. 
The rate adjustment computed using these projections goes into effect at 
the beginning of the test period. The test period is a twelve month period. 
The anticipated collections from rate payers, the actual cost incurred with 
respect to the generating facility and any differences between anticipated 
amounts and actual amounts are reconciled by a "true-up" mechanism at 
the end of the test year. Under this mechanism, the reconciliation amount is 
either charged to ratepayers (if actual revenues are below estimates) or 
credited to ratepayers (if actual revenues exceed estimates) as part of the 
rates established for the forthcoming rate year. For both under and over 
collections, a carrying charge is imposed. 

Taxpayer owns and operates electric transmission lines in several states, 
including State A and State B. These lines are integrated into Operator, a 
regional transmission operator. The rates that Taxpayer may charge its 
customers for these transmission services are set using a formula approved 
by Commission C. The formula rates are calculated using a methodology 
similar to that used to calculate the rate adjustments, inasmuch as the 
formula rates are calculated using projected costs to establish rates during 
the period for which rates are being set and a true-up based on over or 
under recoveries that are reflected in a subsequent rate year. The rates are 
determined by application of the formula approved by Commission C and 
go into effect with no additional action by Commission C. 

This PLR is clearly not for Willow Valley. Moreover, the specific tax issues 

addressed in that PLR are not particularly on point with the ADIT issue in the current 

Willow Valley transfer-of-ownership proceeding. The PLR does not appear to even 
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address the specific issue of using a Regulatory Liability that has been ordered by a 

regulatory commission as a condition to approval of a change-of-control transaction. I 

also note that the PLR indicates that it is directed only to the taxpayer who requested it 

and may not be used or cited as precedent7: 

This ruling is directed only to the taxpayer who requested it. Section 
61 10(k)(3) of the Code provides it may not be used or cited as precedent. 

That particular PLR does not appear to address the specific normalization concerns that 

have been raised in the current Willow Valley transfer-of-ownership proceeding. As such, 

any reliance upon it for issues in the current proceeding would appear to be misplaced. 

Q. 

A. 

Are you familiar with some other Private Letter Rulings that appear to be a bit 

closer on point to the Willow Valley issue being addressed in the current case? 

Yes, without attempting be exhaustive due to the short time frame for preparing 

surrebuttal since being contacted by RUCO, I will note that one of the issues addressed in 

PLR 9447009 (1 1/25/1994)8 concerned the application of Internal Revenue Code ("IRCI' 

or "Code") Section 168(i)(10) after a corporation acquired for cash all of the outstanding 

stock of a regulated public utility that owned and operated a natural gas pipeline in several 

states. Elections were made under Section 338 of the Code, and the purchase of the 

utility's stock was treated as a purchase of its assets for federal income tax purposes. In 

that PLR, the IRS ruled that, for any period after the date of its acquisition, the utility will 

violate the normalization requirements of Section 168(i)(9) if its rate base is reduced for 

the unamortized ADFIT attributable to accelerated depreciation on public utility property 

claimed before the acquisition date. The IRS reasoned that the utility's deferred tax 

This is standard language that the IRS is required to include in all Private Letter Rulings. Tax practitioners can 
nevertheless gain useful insights for how the IRS would rule on specific tax issues in situations where the fact 
situation of the PLR is highly similar to a particular taxpayer's facts and circumstances. 

This PLR is attached to my surrebuttal testimony as Attachment RCS-3. 
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reserve resulting from accelerated depreciation ceases to exist. Accordingly, the IRS said 

that the deferred tax reserve resulting from accelerated depreciation should be removed 

from the utility's books of account and not flowed through to its customers. 

In PLR 9418004 (1/14/1994)9, one of the issues addressed was for a public utility 

company providing telecommunications services through local exchange telephone 

operations. The company acquired, subject to a Section 338(h) election, all of the stock of 

an unrelated public utility company ("Sub"). Before the acquisition, Sub claimed 

investment credits and accelerated depreciation deductions on its public utility property. 

The IRS ruled that the Sub will violate the normalization rules of Section 168(i) if its rate 

base is reduced for unamortized ADIT attributable to accelerated depreciation on property 

claimed before the acquisition date. 

Q. 

A. 

Q. 

A. 

You mentioned that those PLRs were a bit closer on point with the issues being 

addressed in Willow Valley. Do you consider those to be exactly on-point with the 

Willow Valley issue and thus provide a definitive conclusion? 

No. I view those PLRs as being sufficient to establish that there could be a normalization 

concern. However, they address a different fact situation than the one presented in the 

current docket. Neither addresses the use of a Regulatory Liability that is established by a 

utility regulatory commission as a condition to approval of a proposed change-in-control 

transaction. 

In your experience, is the Regulatory Asset approach that was recommended in 

direct testimony by Staff and RUCO unprecedented? 

No. The Regulatory Asset approach is one way that has been established in transfer-of- 

control proceedings to try to protect utility ratepayers from a detrimental aspect of such 

This PLR is attached to my surrebuttal testimony as Attachment RCS-4. 
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transactions, specifically from the harm related to the higher rate base caused by the loss 

of the non-investor supplied cost-free capital in the form of ADIT, that would occur only 

due to the change-of-ownership transaction and how it was structured. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 

Are other utilities using that approach? 

Yes. I am aware of two non-Arizona utilities that are using 

involves protecting ratepayers from increased rate base that resu 

of ADIT in a change-of-control transaction. 

a similar approach that 

ted from extinguishment 

Were those utilities cited for a normalization violation? 

No. To my knowledge, those utilities have continued to reflect the post-ownership-change 

rate base treatment and have not been cited for tax normalization violations. lo 

Is that the approach that you would typically recommend to protect ratepayers from 

the loss of ADIT in a proposed ownership-transfer transaction? 

No. I acknowledge that there can be concerns about whether a particular approach may 

create a normalization violation. An approach that uses a Regulatory Liability amount 

that equals or approximates the previous owner's ADIT balance that was extinguished due 

to the transfer of ownership may be a legitimate cause for concerns regarding tax 

normalization requirements. 

Are there other ways of protecting ratepayers from extinguishment of utility ADIT 

that do not entail such tax normalization requirement related concerns? 

lo This is not intended to imply that the IRS agrees or disagrees with such treatment. I was not specifically involved 
in those regulatory proceedings which established the treatment and am not aware if those utilities have been 
subjected to IRS audits or if the IRS has reviewed the specific ratemalung treatments they have been using. 
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A. 

Q. 

A. 

Yes. One way is to require the applicants to structure their change-of-ownership 

transaction in a manner that does not result in extinguishing the ADIT of the utility that is 

being transferred. One way of accomplishing an ownership transfer in a manner that does 

not extinguish the utility's existing ADIT is to structure the ownership change as a stock 

transfer, rather than an asset sale, for tax purposes. Willow Valley Water Co., Inc. appears 

to be organized as a corporation, with its parent, Global, owning the stock. If the 

Commission were to reject the proposed transaction, due to the way it has been structured 

(as an asset sale and transfer of CCN), that could open an opportunity for the Applicants to 

re-think the structure of their proposed transaction. A subsequently filed application 

proposing to accomplish the ownership change via a transfer of stock (without a Code 

$338(h)( 10) election) could presumably structure the change-of-ownership in a manner 

that would maintain the existing Willow Valley ADIT, i.e., that would eliminate the 

ratepayer harm associated with extinguishment of utility ADIT, that has raised major 

concerns about the currently-proposed transaction. 

Is requiring the Applicants, or the acquirer, to obtain a private letter ruling, another 

way to address normalization concerns? 

Yes. Another way of addressing the concern and assuring that the transaction would not 

create a normalization violation would be to require the applicant to obtain (preferably at 

its own expense) a Private Letter Ruling based on the specific facts and circumstances 

involved. The drafting of the PLR request should be subject to review and comment by 

the parties to assure that it is presented in a balance manner and includes all important and 

relevant facts. Ideally, an on-point ruling should be obtained and presented to the 

regulatory commission before the transaction is approved. 
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Q* 

A. 

Q* 

A. 

303A-15-013 1 

Are there other ways of which you are aware, for addressing and remediating the 

impact on utility ratepayers from change-of-control transactions that affect utility 

ADIT balances? 

Yes. Requiring a rate freeze for the acquired utility for a specified period as a condition to 

change-in-control transaction approval does not create any concerns about income tax 

normalization violations. Maintaining the acquired utility's existing rates for a sufficient 

period, without increases, is thus one method of addressing and remediating an 

extinguishment of utility ADIT situation. 

Requiring a specified amount of ratepayer credits or a fund established by the 

purchaser that will be used to offset future rate increases as a condition to approving a 

proposed change-in-control transaction is another method. 

Combining a rate moratoriumhate freeze provision with a purchaser-provided 

ratepayer fund as conditions that are required to obtain approval of a proposed change-in- 

control transaction has been employed in other cases. Such a combined requirement might 

be appropriate in situations where having a rate freeze in effect long enough to fully 

mitigate ratepayer harm might not be practical. 

Have you been involved in ownership transfer proceedings in whicll such methods 

were employed? 

Yes. One illustrative example involved the transfer of Peoples Gas from Dominion to 

SteelRiver. Attachment RCS-5 presents the settlement agreement that was reached in that 

proceeding and the Pennsylvania PUC's Order. As shown in Attachment RCS-5, 

conditions to that change-in-control transaction included a rate moratorium and a 

ratepayer fund to be utilized to offset future rate increases. 
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Q* 

A. 

Q. 
A. 

What types of calculations were utilized to negotiate the amount of ratepayer fund to 

assure that utility ratepayers were being adequately protected from the 

extinguishment of the pre-transfer ADIT? 

Calculations were made using two time-based projections of utility ADIT balances. One 

stream examined ADIT balances that existed at the time preceding the ownership transfer 

and that would have remained if no ownership transfer occurred. Another looked at ADIT 

balances that would occur under the new ownership. Those ADIT balances started with 

zero as of the date of the ownership transfer, and were related to the new ADIT that would 

be generated by the utility under the new ownership. Typically, the tax basis to the new 

owner is higher under an asset sale. At some point several years after the date of the 

ownership transfer, the ADIT balances under the new ownership would eventually reach 

the level of the ADIT balances without the ownership change. The two streams of ADIT 

balances were compared, and differences were calculated each year. The ADIT 

differences each year were converted into revenue requirement impacts, and the stream of 

revenue requirement impacts was then evaluated using net present value ("NPV") analysis, 

with a range of interest rates. The results of such calculations, particularly the NPV 

analysis, was used to negotiate an amount of ratepayer provided funding that was deemed 

sufficient to effectively hold harmless the impact of the ownership change on ratepayers. 

The amount became part of the conditions that were imposed on the transaction as the 

result of a negotiated settlement. 

Were you able to make similar calculations for Willow Valley in the current case? 

No. In part because of the timing of when I was asked by RUCO to address the ADIT 

issue, i.e., for surrebuttal rather than at the onset of the case, conducting thorough 

discovery designed to obtain all of the necessary information to make similar calculations 

for Willow Valley was not an option. Also, from the discovery responses to Staff and 
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RUCO data requests to Applicants that I reviewed, it did not appear that information on 

projected ADIT balances, with and without the proposed ownership change, was available 

in the discovery that had been asked prior to when I was contacted by RUCO. 

Q. 

A. 

Can you provide an illustrative example of how a combination of a rate freeze and 

ratepayer credits were used to address protection for ratepayers to counteract the 

adverse impact of extinguishing the utility's ADIT as a result of a change-in-control 

proceeding? 

Yes. One illustrative example of the use of a combination of a rate fieeze and ratepayer 

credits to address protection for ratepayers of which I have knowledge is Docket No. A- 

20 10-22 10326 before the Pennsylvania Public Utilities Commission in the Joint 

Application for All of the Authority and the Necessary Certificates of Public Convenience 

to Transfer All of the Issued and Outstanding Shares of Capital Stock of T. W: Phillips 

Gas and Oil Co., currently owned by TWP INC., to LDC Holdings 11 LLC, an indirect 

subsidiary of SteelRiver Infrastructure Fund North America LP, and to Approve the 

Resulting Change in Control of T. W: Phillips Gas and Oil Co. 

The settlement in that case included the following provisions for base rate credits 

to customers and a rate moratorium' ' : 

1. T. W. Phillips will provide a rate credit in a future rate case under the 
following terms and conditions. 

(a) If the effective date of the first general base rate case increase following 
the closing is within 5 years of the Closing Date, T. W. Phillips will 
provide base rate credits to customers in the total amount of $9 million. 

(b) If the effective date of the first general base rate case following the 
closing is more than 5 years and less than 10 years after the Closing Date, 
T. W. Phillips will provide base rate credits to customers in the total 
amount of $4.5 million. 

l 1  See Attachment RCS-6. 
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(c) Any base rate credit provided for in subparagraphs a or b shall be used 
to reduce the rates determined in the general rate proceeding and will be 
allocated to the classes in proportion to the revenues approved in the rate 
proceeding. Base rate credits shall not be applied to reduce the bills of 
customers that receive discounted rates. 

(d) Any base rate credit will be designed to provide the amounts allocated 
to each class over not less than a 3 year period and will terminate upon 
exhaustion of the amounts allocated to each class. 

2. T. W. Phillips will not increase its existing base distribution rates prior to 
December 1, 2013, unless there are substantial changes in regulation or 
federal tax rates or policy. This paragraph shall not prohibit changes in 
rates pursuant to the State Tax Adjustment Surcharge or the Universal 
Service Program charge. 

Q. 

A. 

Q. 
A. 

In that T.W. Phillips change-of-control transaction, what factor triggered the cause 

for concern regarding the utility’s ADIT balance and required the need for 

mitigation of impacts on ratepayers to prevent harm? 

That particular transaction was structured as a stock sale; however, the applicants had 

made a voluntary.election under Section 338 of the Internal Revenue Code to treat the 

transactions as an asset purchase for federal income tax purposes. The consequences of 

making that election were to extinguish the selling utility’s existing ADIT balances 

effective with the date of the transaction. As noted above, the adverse impacts on utility 

ratepayers that would have otherwise resulted were mitigated by a combination of rate 

moratorium and specified base rate credit provisions that were required as conditions for 

approval of the proposed transactions. 

How were the specific amounts of base rate credits derived? 

The purchaser, SteelRiver, provided an updated Excel model in response to Consumer 

Advocate discovery that included the impact of 2010 and 2011 bonus tax depreciation. 

The difference in rate base under the “with” and “without” Section 338(h)(10) elections in 

that updated model were used to project the rate base impacts of the change in ownership 
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and the Section 338(h)(10) election from 2012 through 2027, i.e., through the end of the 

SteelRiver projected ownership period of T.W. Phillips. Calculations made in this 

manner, and which also took into account the loss of investment tax credit (“ITC”) 

amortization that had been reducing T.W. Phillips’ income tax expense, were made by me, 

and were presented in a Highly Confidential Attachment to my testimony in that case. 

Ultimately, those calculations were used to negotiate the specific amounts of base rate 

credits that were contained in the settlement agreement reached in that case. 

Q. 

A. 

Have you attached a copy of selected public documents? 

Yes, related documents including the stipulated conditions for approval of that that TW 

Phillips matter and the ratepayer protections that were utilized are attached in Attachment 

RCS-6. 

Q. Without the mitigation of adverse impacts from extinguishment of utility ADIT in 

that case, would that proposed transaction have been in the public interest? 

A. Probably not. 

Q. Have you also been involved in transfer-of-control proceedings in which no workable 

solution to remedy the harm caused by the extinguishment of utility ADIT was 

presented? 

Yes. Around the same time that Dominion was selling its Pennsylvania gas distribution 

utility (Dominion Peoples Gas), Dominion was also trying to sell its West Virginia gas 

distribution utility (Dominion Hope Gas). A copy of the West Virginia PSC’s Order in the 

Hope Gas ownership transfer case is presented in Attachment RCS-7. The West Virginia 

PSC rejected that proposed transfer, citing as one reason for such rejection, the failure to 

A. 
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remedy the harm to ratepayers attributable to the extinguishment of the utility’s ADIT and 

the higher rate base approval of that ownership transfer would have entailed. 

Q. 

A. 

You had mentioned that one way to obtain clarity on the normalization issue was to 

require applicants to request and obtain a Private Letter Ruling, and you 

recommended that be obtained at Applicants’ expense and prior to approval of the 

proposed transaction. Please explain how that recommendation has evolved based 

on your professional experience with this type of issue in other utility change-of- 

control and rate case proceedings. 

In Connecticut Docket No. 10-07-09, Joint Application of UIL Holdings Corporation and 

Iberdrola USA, Inc. for Approval of a Change of Control of Connecticut Natural Gas 

Corporation and The Southern Connecticut Gas Company, the Connecticut Department of 

Public Utility Control (“DPUC”) addressed the proposed sale of Connecticut Natural Gas 

Corporation (”CNG”) and The Southern Connecticut Gas Company (“SCG”) from 

Iberdrola USA (“Iberdrola” or “IUSAI’) to UIL. Among other things, that sale involved an 

election under Internal Revenue Code Section 338(h)( 10) (“Section 338(h)( 10) Election”) 

to treat the stock transfer as an asset sale for federal income tax purposes. In the Purchase 

Agreement, UIL and Iberdrola “. . .agreed to cooperate to effect a tax election pursuant to 

Section 338(h)(lO) of the Internal Revenue Code ... with respect to the purchase of the 

stock of CEC and CTG.” (CT DPUC Docket No. 10-07-09 Application page 8.) The 

Section 338(h)(lO) Election allows UIL to treat the transaction for tax purposes as though 

it is buying the assets of CNG and SCG instead of acquiring the stock of the corporations. 

As a result, “the effect of the 338 Election is to eliminate the accumulated deferred income 

tax (‘ADIT’) balances of CNG and SCG, which in turn raises rate base.” (Id.) The 

Section 338(h)(10) Election is not a requirement of a stock purchase; rather, UIL and 
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Iberdrola chose to include the Section 338(h)(10) Election as part of the Purchase 

Agreement. 

Q. 
A. 

Q. 
A. 

Was the sale of CNG and SCG from Iberdrola to UIL approved? 

Yes. 

What was the impact on ADIT from the Section 338(h)(10) election? 

Because of the Section 338(h)(10) Election, all of the ADIT that had been accumulated on 

the books of CNG and SCG was essentially eliminated as of the date of the transfer. As 

stated at pages 4-5 of the CT DPUC’s November 10, 2010 Decision in Docket No. 10-07- 

09: 

The 338 Election allows the purchaser of stock to treat the transaction for 
tax purposes as if the seller is selling and the buyer is purchasing the assets 
rather than the stock associated with the corporations. The 338 Election 
would eliminate the accumulated deferred income tax (ADIT) balances of 
CNG and Southern, which, in turn, would increase rate base. 

As stated in more detail at page 22 of that Decision: 

UIL testified that all of CNG’s and Southern’s assets would be deemed 
purchased for amounts equal to their net book values at the Closing. 
However, for tax purposes, the ADIT associated with these assets would be 
eliminated immediately after the Closing. The lack of ADIT would create 
differences between the pre-acquisition and the post acquisition levels of 
the utility plant in service. For CNG and Southern, these differences are 
the amounts of the existing ADIT immediately prior to the Closing. 
Responses to Interrogatories GA-67 and OCC-12. Furthermore, UIL stated 
that the lack of ADIT immediately after the Closing would be recorded on 
CNG’s and Southern’s regulated book of accounts used for ratemaking 
purposes. However, the elimination of the ADIT would not change rates 
charged to customers. Therefore, CNG’s and Southern’s rates in effect at 
the time of the Closing would remain in effect until the Department 
changes them in future rate proceedings. The elimination of the historical 
ADIT and the recording of the new deferred taxes would be reviewed in 
CNG’s and Southern’s next rate proceedings. Responses to Interrogatories 
OCC-11 and OCC-12. Nonetheless, UIL agreed that the elimination of the 
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existing ADIT immediately subsequent to the Closing would increase rate 
base. Tr. 08/16/10, pp. 55 and 56. 

Generally, for rate-making purposes, net ADIT liability amounts are treated 
as offsets and thereby reduce rate base. The regulatory deferrals and 
different recognitions for financial and tax reporting create differences 
between book and tax bases for these rate base items. The ADIT represents 
the income tax impact of the difference between historical book 
depreciation expense compared to historical tax depreciation expense. 
Ratemaking recognizes higher tax early in an asset’s life while the actual 
taxes are deferred for payment later in the asset’s life. All things being 
equal, the unwinding of the ADIT (i.e., when the actual taxes start to be 
higher than book taxes) increases rate base over time. In the instant 
Decision, the Department is not making a determination as to how the 
changes in tax depreciation amounts caused by the Proposed Transaction 
would affect the levels of tax benefits represented by and/or flowing from 
the acquired assets. 

Q. 

A. 

Q. 

A. 

Did the Connecticut DPUC recognize in its decision in Docket No. 10-07-09 that the 

extinguishment of the utility ADIT was a negative impact resulting from that 

transaction and/or that election could have a negative impact on ratepayers? 

Yes. At page 20 of its Order, the Connecticut DPUC stated that: 

A few aspects such as the 338 Election discussed in Section III.C.1. 
Internal Revenue Code Section 338(h)(10) Election could result in a 
negative impact on ratepayers. 

What did the Connecticut DPUC state in its Decision in that docket about protecting 

ratepayers from that negative impact? 

At pages 23-24 of its Decision in Docket No. 10-07-09, the Connecticut DP 

follows: 

JC stated as 

The Department’s position is that the change of control should not impact 
the cost of utility services that are provided to ratepayers. In subsequent 
rate case proceedings, CNG and Southern would be required to show that 
all accounting treatments resulting fiom the Proposed Transaction will not 
have adverse impacts on rates. Also, CNG and Southern will be required to 
file all journal entries to record the eliminations of the ADIT existing prior 



1 
2 
3 
4 
5 
6 
7 
8 
9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 
24 
25 
26 
27 
28 
29 
30 
31 
32 

Surrebuttal Testimony of Ralph C. Smith 
Docket Nos. W-01732A- 15-01 3 1 & W-01303A-15-013 1 
Page 34 

to the Closing. Furthermore, UIL will be directed to file exhibits, 
separately for CNG and Southern, showing the total book basis, total tax 
basis, total accumulated book depreciation and total accumulated tax 
depreciation for utility plant assets as of the period immediately prior to the 
Closing. UIL is hereby put on notice that, while the Department is 
allowing the 338 Election, it is not recommending or by any stretch 
requiring such an election. UIL proceeds at its own risk regarding the 
ratemaking treatment that may or may not be afforded any election. The 
Department intends to safeguard ratepayers from adverse impacts due the 
change of control. 

Q. 

A. 

Q. 

A. 

Was the impact on utility rate base and revenue requirements of losing the 

accumulated ADIT addressed in a subsequent CNG base rate case? 

Yes, the impact of extinguishing the ADIT balances as a result of how the change-in- 

control transaction was structured was addressed in a subsequent base rate case for CNG. 

What did the Connecticut Public Utility Regulatory Authority ("PURA" or 

"Authority")12 Order in that CNG rate case, state with respect to the Section 

338(h)(10) election? 

The Authority's January 22, 2014 Decision in Docket No. 13-06-08, Application of 

Connecticut Natural Gas Corporation to Increase Its Rates and Charges, at pages 10-19. 

Pages 10-1 1 stated that: 

There was significant discussion, with diverging viewpoints, regarding the 
ADIT issue during the proceeding. At question is an ADIT balance that at 
the time of the change in control was a credit balance of $78.3 million. 
Due to the change in control being accounted for using a 338(h)(10) 
election, UIL restated its rate base at book value for ratemaking purposes 
and as a result extinguished its ADIT balance. There are ratemaking 
implications, as ADIT credit balances are an offset to rate base. The 
Parties agree that the remaining amount of unamortized ADIT in question, 
due to amortization since the change in control, is approximately a credit 
balance of $62,807,000 as of October 2013 and a credit balance of 

l2  Between the change-in-control case and the CNG rate case, the Connecticut utility regulatory authority underwent 
a reorganization and is now known as the Connecticut Public Utility Regulatory Authority. 
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$60,272,000 as average rate base for 2014. Late Filed Exhibit No. 51; Tr. 
11/5/13, pp. 2253 and 2254. 

Two main arguments were presented regarding the ADIT issue, the 
treatment that should be afforded the ADIT from a transactional view and 
in keeping with IRS regulations. The Company stated that the acquisition 
transaction must be viewed in totality. The transaction benefitted CNG, the 
Company's customers and the State in a variety of ways (e.g., commitment 
to infrastructure, natural gas growth, job creation, as well as energy 
efficiency). Moreover, the 338(h)(10) Election is just one of many 
components of this proceeding and it should not be singled out. The 
Company contended that ADITS are properly extinguished, due to the 
benefits of the change in control. The Company also stated that any "hold 
harmless" adjustment in connection with the 338(h)(10) Election are not 
warranted and could lead to severe adverse consequences for CNG and its 
customers. The implementation of a "hold harmless" adjustment would 
constitute a tax normalization violation that would prohibit CNG from 
claiming accelerated depreciation going forward - thereby causing the 
Company to lose a cost-free source of financing with customers losing a 
fiture rate base offset. CNG Brief, p. 4. 

The OCC contended that while CNG relied on the discussion in the Change 
in Control Decision, the Company failed to provide information in its 
Application or in responses to interrogatories that would allow the 
Authority, the OCC or other docket participants to ascertain any financial 
benefit to ratepayers. It only argued about the detriment of the removal of 
the ADIT credit. Employee counts have increased, rather than decreased, 
and corporate costs have drastically increased. Corporate charges have 
increased from $18.803 million in the test year to $22.841 million in the 
rate year. The amount was subsequently updated to $23.819 million and is 
a substantial increase compared to the rate year amount authorized in the 
prior rate case of $8,932,293 for affiliate charges, which was prior to the 
change in control. In addition, when asked during the hearing, "[i]s there 
anything you can point to that you presented in this case that would show 
the Authority which direction the revenue requirements have gone pre 
change in control versus post," the Company responded by saying "it's very 
difficult to look pre change of control versus post because of all the things 
that have changed." OCC Brief, pp. 130 and 13 1. 

The OCC recommended a "hold harmless" adjustment be made associated 
with the change in control approved in the Change in Control Decision. 
This recommendation is for the purpose of protecting ratepayers from the 
negative financial and rate consequences that result from that transaction, 
consistent with the Authority's intent to safeguard ratepayers from adverse 
impacts due to the change of control in that proceeding. Under the Section 
338(h)(10) election, the acquiring entity is allowed to step up its basis of 
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the acquired assets but as a consequence, the accumulated deferred tax 
balance existing before the change in control is eliminated, (Le., the 
deferred tax liability becomes a current tax). Id., pp. 125 and 126. 

The OCC disagreed with the Company’s position that a potential 
normalization violation would occur if a “hold harmless” adjustment is 
reflected in CNG’s revenue requirements that result from the current 
proceeding. The recognition of a rate base credit equal to the pre- 
acquisition ADIT balance as recommended has been utilized in other State 
jurisdictions. The OCC contended that the Company witnesses have 
provided no instances where a utility company has been placed on notice of 
a normalization violation due to a “hold harmless” adjustment being 
utilized in a utility rate proceeding after a Section 338(h)(10) election was 
made. In fact, in the 2nd Supplement to the Response to Interrogatory AC- 
24, in the December 3 1,2012 Form 1 0-K, outside auditors for UNITIL, the 
parent company for Northern Utilities, did not find that UNITIL was in an 
uncertain tax position after a “hold harmless” adjustment in the form of a 
rate base credit associated with pre-acquisition ADIT balances were 
reflected in the company’s rate case decided earlier in 2012. The OCC 
claimed that if UNITIL’s outside auditors thought there was uncertainty 
regarding a potential normalization violation after the ratemaking 
adjustment was reflected in Northern Utilities New Hampshire rate case, 
Docket DG-11-069, they would have had to make such a disclosure in the 
notes to the financial statements in this SEC filing. The hold harmless 
adjustment could be structured in a number of ways. It could be an 
adjustment that reduces rate base, it could be in the form of a merger 
adjustment that reduces Operating and Maintenance (O&M) expenses, or 
could be in the form of revenue credits which are used to offset the 
Company’s revenue requirement. Id., pp. 132 and 133. 

The Attorney General (AG) argued that UIL’s Section 338(h)(10) election 
eliminated the ADIT account, which may have benefitted the transacting 
companies but will harm ratepayers unless corrected by the Authority 
because ratepayers would no longer receive the financial benefits that the 
ADIT provide. The AG fully supports the OCC’s proposal to structure a 
“hold harmless” adjustment to the CNG rate base or to devise revenue 
credits that would offset the loss of the ADIT. AG Brief, pp. 14 and 15. 

Extensive additional discussion in that Decision concerns attempts to craft a “hold 

harmless” remedy that would protect the ratepayers of CNG from the adverse impacts of 
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Q. 
A. 

the Section 33 8(h)( 0) election without incurring a normalization violation under the 

Internal Revenue Code. l 3  

Were adverse consequences experienced by CNG ratepayers in that rate case? 

Yes. Due to the Section 338(h)(10) election associated from the transfer of control of 

CNG from Iberdrola to UIL, CNG’s rate base was higher than it otherwise would have 

been. This was addressed in the PURA’S Docket No. 13-06-08 Decision at page 18 as 

follows: 

The Authority will proceed with caution on this issue as the consequences 
of a normalization violation are severe. CNG is rightfully concerned 
regarding potential negative consequences of a normalization violation and 
stated that “if the Company considered that an order issued by the 
Authority constituted a violation of the normalization rules, the imposition 
of the penalty would be self-executing. The Company would be compelled 
to file its subsequent tax returns without claiming accelerated 
depreciation.” CNG Brief, pp. 8 and 9. However, the Authority also finds 
that the evidence and testimony presented in this proceeding is 
unconvincing in terms of the creation of a normalization violation. The 
Authority concludes that the only means to a definitive answer on this issue 
is to go to the source, the IRS. The Authority hereby orders the Company 
to seek a private letter ruling with regards to the specific question of after 
extinguishment of an ADIT balance, whether or not a PUC directive to 
institute a ratemaking mechanism to reflect a credit to ratepayers of ADIT 
benefits lost through a 338(h)(10) election would constitute a normalization 
violation. The Company shall file its proposed draft PLR to the PURA, for 
approval, no later than March 14,2014. 

For the current proceeding, the Company is allowed to reflect the 
extinguishment of ADITS associated with the change of control. However, 
the Company shall, until further notice from the Authority, track the 
revenue requirements associated with the credit ADIT balance of 
$60,272,000 as average rate base for 2014. In the event of a ruling from 
the IRS stating that imposing a ratemaking mechanism would not create a 
normalization violation, the Authority will use this calculation as the basis 
for a correction of rates. 

l3  Id at 10-19. 
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Q. 

A. 

Q. 

A. 

Q. 
A. 

What has the Connecticut PURA required in order to address the issue of trying to 

protect Connecticut ratepayers from the adverse consequences of that prior change 

of control transaction between Iberdrola and UIL? 

As described at page 19 of that PURA Decision, and noted above, the Authority has 

required UIL to track costs and to request a Private Letter Ruling. 

Was that Private Letter Ruling that was required by the Connecticut PURA ever 

issued? 

No. The Connecticut PURA rejected UIL’s draft PLR request, and a PLR request was 

ultimately never submitted to the IRS. 

Why was the utility-drafted PLR request rejected by the Connecticut PURA? 

In a letter dated May 9, 2014, in conjunction with Docket No. 13-06-08, Order No. 17, the 

Connecticut PURA stated that its: 

Order No. 17 requires that the Company “seek a private letter ruling with 
regards to the specific question of, after extinguishment of an ADIT 
balance, whether or not a PUC directive to institute a ratemaking 
mechanism to reflect a credit to ratepayers of ADIT benefits lost through a 
338(h)( 10) election would constitute a normalization violation. The 
Company shall file proposed draft PLR to the PURA, for approval, no later 
than March 14, 2014.” Order No. 17 relates to discussion of the 
Accumulated Deferred Income Tax (ADIT) in Section II.B.5 of the 
Decision. See, Decision, pp. 9-19. The Authority concluded that 
additional information, in the form of guidance from the United States 
Internal Revenue Service (IRS), was needed to make a final determination 
on this issue. To that end, the Authority determined that the appropriate 
course of action was to direct CNG to seek a Private Letter Ruling from the 
IRS. Order 17 directs CNG to file with the Authority for its review and 
approval a proposed request for a Private Letter Ruling from the IRS. 

The Authority has reviewed and revised the IRS Private Letter Ruling 
request proposed by CNG. The Authority’s revisions to the letter 
accomplish several key objectives. The revisions are aimed at making the 
request for a ruling even-handed, neutral, fair, open and transparent on the 
applicability of the Depreciation Normalization rules contained in 26 U.S. 
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Code 8 168(i)(9) and Treas. Reg. 0 1.167(1)-1, to the ADIT issue raised in 
this proceeding. The Authority insists that the letter sent to the IRS provide 
a clear and concise statement of the issue without any advocacy by CNG 
for its particular position. 

After the Authority reviews comments, the Authority will issue a letter 
ruling on the Company’s Order No. 17 Compliance filing. 

CNG’s proposed letter was more of a CNG advocacy piece containing its 
legal theory for why the IRS should find a normalization violation. The 
CNG proposed letter also unfairly provided that CNG’s expert witness on 
this issue in Docket No. 13-06-08’ was also representing CNG, before the 
IRS . 
The Authority’s revision to the Company’s letter removes CNG’s language 
referencing the investment tax credit normalization rules and advocating 
for a finding of a normalization violation. The Authority’s revision to the 
Private Letter Ruling Request removes CNG’s expert witness from having 
a role in representing the Company before the IRS. The Authority is 
concerned with the ability of this tax attorney to present this issue before 
the IRS in an unbiased manner and requests the Company employ its in- 
house counsel before the IRS. The Authority questions CNG’s use of the 
same tax attorney both as an expert witness before the PURA advocating a 
particular position and as a representative for CNG before the IRS in this 
Private Letter Ruling process unless the intent is to persuade the IRS to rule 
consistently with the Company’s position presented in Docket No. 13-06- 
08. In the opinion of the Authority, the IRS should consider this issue from 
more than the perspective of CNG’s shareholders. 

The Authority has sought a Private Letter Ruling to assist the PURA in its 
decision making. The Private Letter Ruling request is not intended for 
CNG to control the Private Letter Ruling process. The PURA is requiring 
CNG, the taxpayer, to seek this ruling because the Authority requires IRS 
input on a tax accounting issue in order to make a full and final 
determination on the ADIT issue raised in Docket No. 13-06-08. 
Therefore, CNG is acting in its capacity as a regulated public service 
company under the oversight and direction of the PURA in seeking this 
Private Letter Ruling. If the IRS requires additional information or wishes 
to learn the positions of the affected entities, the PURA, CNG and the 
Office of Consumer Counsel (OCC), should be able to participate in the 
IRS process on an equal basis. To that end, the Authority’s revisions 
provide for greater transparency and equity to the PURA and the OCC by 
including them in the discussions between CNG and the IRS and by giving 
the PURA and the OCC the opportunity to participate in any conferences 
held by the IRS on this matter. 
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A copy of that May 9, 2014 letter from the Connecticut PURA to CNG is presented in 

Attachment RCS- 10. Based on subsequent events, involving a subsequent change-of- 

control proceeding involving the same two utilities (CNG and SCG) and instituting 

agreed-upon mitigation measures to protect the CNG and SCG ratepayers from the 

adverse consequences of the ADIT extinguishment that had occurred in the previous 

change-of-control transaction, the request for the PLR was ultimately never submitted to 

the IRS. 

Q. 
A. 

Please explain. 

The ratepayer harms outlined in the CNG rate case that resulted from the Section 

338(h)(10) Election were the subject of an appeal of the CNG rate case ruling and were 

also areas of particular concern in a subsequent proposed merger proceeding involving 

Iberdrola and UIL because it involved the same entities, and thus presented a regulatory 

opportunity to address and remedy the harm to ratepayers associated with the prior 

change-in-control transaction that had extinguished utility ADIT balances. Just a few 

years ago, the two Connecticut gas distribution utilities, CNG and SCG, were transferred 

from Iberdrola to UIL. As documented in the CNG rate case, Docket No. 13-06-08, the 

Section 338(h)(10) Election had resulted in a higher rate base for CNG and higher rates to 

CNG ratepayers. Then these same parent companies, UIL and Iberdrola, as part of their 

proposed transaction in Connecticut PURA Docket No. 15-03-45, sought to transfer these 

same two Connecticut gas distribution utilities, CNG and SCG, back to Iberdrola (along 

with a Connecticut electric utility, United Illuminating). Moreover, the applicants in that 

case sought to do this without remedying the ratepayer harm that resulted from their 

previous transfer of these same two Connecticut gas distribution utilities. This 

transferring of these two Connecticut gas distribution utilities, CNG and SCG, first from 
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Iberdrola to UIL, and then back to Iberdrola, with a focus on shareholder profit to the 

detriment of ratepayers, raised serious public interest concerns. 

Q. 
A. 

How were those serious public interest concerns ultimately addressed and resolved? 

In Connecticut PURA Docket No. 15-03-45, concerns raised in the proceeding regarding 

the proposed Iberdrola-UIL merger had not been resolved to the satisfaction of the 

Connecticut PURA. Accordingly, on June 30, 2015 the PURA issued a proposed final 

decision in that docket rejecting that merger. On July 1,2015, the PURA rejected a motion 

from the applicants in that case that requested that the Authority (1) suspend the current 

procedural schedule; (2) extend the schedule by 2 months; and (3) reopen the record in the 

proceeding to permit the Applicants to file additional information, commitments and 

assurances to address the concerns set forth in the Proposed Decision. In response to 

those rulings, the applicants withdrew their request for merger approval. The applicants in 

that case subsequently engaged in serious discussions with key parties to that case, 

including the Connecticut Office of Consumer Counsel (“OCC”). As a result of such 

discussions, using the concepts of rate moratoriums and base rate credits similar to the 

ones that had been used in some of the Pennsylvania change-in-control proceedings that I 

described above14, mitigation measures for the prior extinguishment of the Connecticut 

utility ADIT balances were ultimately agreed upon (as well as other issues). Additional 

conditions to approval of the proposed merger, including such ratepayer protections, were 

memorialized in a settlement reached between OCC and the Applicants that was filed 

Connecticut PURA Docket No. 15-07-38 on September 18, 2015. The protections 

included a combination of customer rate credits and base rate freezes for the two 

Connecticut gas distribution utilities, CNG and SCG. 

l4 Also see, e.g., Attachments RCS-5 and RCS-6 
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Q* 
A. 

What specific measures were applied? 

The following measures from the settlement reached between OCC and the Applicants 

that was filed Connecticut PURA Docket No. 15-07-38 on September 18, 2015 were 

applied: 

2. Customer Rate Credits - The Applicants will provide $20 million in 
customer rate credits in the aggregate to customers of The United 
Illuminating Company (“UI”), Connecticut Natural Gas Corporation 
(“CNG”) and The Southern Connecticut Gas Company (“SCG” and 
collectively with CNG and UI, the “UIL Utilities”) in the first year 
following the closing. 

a. OCC recommends the following approach for allocating the $20 million 
among the three UIL Utilities: A one-time, $20 million rate credit to 
customers will be allocated to UI, SCG and CNG based on the total number 
of retail customers at each utility in proportion to the total number of retail 
customers of the three UIL Utilities. Each Company’s rate credit will be 
allocated to firm retail customer classes (i.e., residential, commercial and 
industrial) based upon their proportional share of the monthly customer 
charges, and will appear on the bill as a uniform dollar amount credit for 
each separate customer class as a separate line item, along with an 
explanatory bill message. All customers within a retail customer class shall 
receive the same rate credit dollar amount. The rate credits will be applied 
to billing cycles in or before the third full billing month following the 
closing of the Proposed Transaction. 

3. Additional Ratepayer Benefits for CNG Customers - The Applicants 
will provide $12.5 million in rate credits to customers of CNG over the ten- 
year period of 201 8-2027 ($1.25 million per year). 

4. Additional Ratepayer Benefits for SCG Customers - The Applicants 
will provide the following benefits to customers of SCG: 

a. $1.6 million in ratepayer savings associated with doubling SCG’s bare 
steel/cast iron main replacement (from $1 1 million per year to $22 million 
per year) over a three-year period without seeking recovery until the next 
SCG rate case. 

b. $7.5 million in rate credits over the ten-year period of 201 8-2027 ($0.75 
million per year). 

5. Base Rate Freezes - The Applicants commit to distribution base rate 
freezes for the UIL Utilities, which will result in significant customer 
savings. Specifically: ... 
CNG’s and SCG’s respective current distribution base rates will remain 
with no new distribution base rates in effect before at least January 1,201 8. 
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Q* 

A. 

Q. 

A. 

Q. 
A. 

Which provisions were designed to address ratepayer protections to remedy the 

issues concerning the previous extinguishment of CNG and SCG utility ADIT 

balances that resulted from the previous change-in-control and which had not been 

adequately remedied, due to the normalization concerns, in the post-transfer CNG 

rate case? 

My understanding is that the specific additional rate credits for CNG provided for in 

paragraph 3 and for SCG in paragraph 4(b) above, coupled with the rate moratorium 

provisions for CNG and SCG in paragraph 5 provide for the agreed-upon ratepayer 

protections that address and help remedy the harm to ratepayers that otherwise would be 

attributed to the previous extinguishment of CNG and SCG utility ADIT balances from 

the previous change-in-control transaction between UIL and Iberdrola involving those two 

Connecticut gas distribution utilities. 

Have the experiences described above provided you with insights on best regulatory 

practices for addressing change-in-control transactions that are structured in a 

manner to extinguish utility ADIT balances? 

Yes, it has. 

Please explain what you have learned about best practices. 

First, the public interest will usually be best served if a proposed utility change-in-control 

transaction can be structured in a manner that does not entail the extinguishment of utility 

ADIT balances. 

Second, if a private letter ruling is going to be required in order to address issues 

relating to tax normalization requirements, the PLR should be drafted in a factually 

accurate and neutral manner, and should be subject to review and approval by the 
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regulatory authority prior to submission to the IRS, rather than allowing the drafting of the 

PLR request to become an exercise in utility self-serving advocacy. 

Third, the regulator should require that the PLR be obtained prior to approving a 

change-in-control transaction that would result in extinguishing the utility ADIT balances. 

It is preferable to have the PLR results in advance of granting approval because a viable 

mitigation to protect utility ratepayers from the harm the transaction would otherwise 

produce (i.e., from the higher rate base and higher rates) is needed that will not result in 

the ability of the utility to use accelerated tax depreciation. 

Fourth, if a viable method for mitigation of ratepayer harm that does not violate tax 

normalization requirements cannot be developed, unless there are other compelling 

reasons to approve the transaction, the ratepayer harm in itself could be significant enough 

to warrant a ruling that the proposed transaction is not in the public interest. 

Fifth, because the applicants in a proposed change-of-control transaction are the 

parties that are creating the regulatory issues, including issues related to extinguishing the 

existing utility ADIT balances because of how their proposed transaction is structured, the 

costs of developing tax normalization challenge-proof mitigation of ratepayer harm, such 

as the cost for obtaining a PLR, are change-of-control transaction costs that should be 

borne by applicants and not recovered from utility ratepayers. 

Q. 
A. 

Please summarize your findings and recommendations on the ADIT issue. 

The Applicants have proposed to structure their proposed transfer of ownership of the 

Willow Valley utility and its CCN as an asset sale that would result in extinguishing the 

utility's existing ADIT. This aspect of the proposed transaction, unless remediated, would 

harm ratepayers because the loss of the non-investor-supplied cost-free capital, other 

things being equal, would significantly increase the utility's rate base. The increased rate 

base would be caused solely by the change-in-control transaction and how it was 
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structured. Failure to find a viable method of protecting ratepayers from the harm caused 

by the proposed transaction could be one reason for rejecting the proposed transaction as 

structured by the applicants. Unless the Applicants can present a workable method of 

protecting Willow Valley ratepayers from the significantly increased rate base that would 

result fiom the way they have proposed to structure their transaction, which extinguishes 

the utility's existing ADIT, my recommendation is for the Commission to reject their 

requested transaction. 

Q. 
A. 

Does this conclude your surrebuttal testimony? 

Yes, it does. 
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OUALIFICATIONS OF RALPH C. SMITH 

Accomplishments 
Mr. Smith's professional credentials include being a Certified Financial PlannerTM professional, a 
Certified Rate of Return Analyst, a licensed Certified Public Accountant and attorney. He 
functions as project manager on consulting projects involving utility regulation, regulatory policy 
and ratemaking and utility management. His involvement in public utility regulation has included 
project management and in-depth analyses of numerous issues involving telephone, electric, gas, 
and water and sewer utilities. 

Mr. Smith has performed work in the field of utility regulation on behalf of industry, public service 
commission staffs, state attorney generals, municipalities, and consumer groups concerning 
regulatory matters before regulatory agencies in Alabama, Alaska, Arizona, Arkansas, California, 
Connecticut, Delaware, Florida, Georgia, Hawaii, Illinois, Indiana, Kansas, Kentucky, Louisiana, 
Maine, Maryland, Massachusetts, Michigan, Minnesota, Mississippi, Missouri, New Jersey, New 
Mexico, New York, Nevada, North Carolina, North Dakota, Ohio, Oregon, Pennsylvania, South 
Carolina, South Dakota, Tennessee, Texas, Utah, Vermont, Virginia, Washington, Washington DC, 
West Virginia, Canada, Federal Energy Regulatory Commission and various state and federal 
courts of law. He has presented expert testimony in regulatory hearings on behalf of utility 
commission staffs and intervenors on several occasions. 

Project manager in Larkin & Associates' review, on behalf of the Georgia Commission Staff, of the 
budget and planning activities of Georgia Power Company; supervised 13 professionals; 
coordinated over 200 interviews with Company budget center managers and executives; organized 
and edited voluminous audit report; presented testimony before the Commission. Functional areas 
covered included fossil plant O&M, headquarters and district operations, internal audit, legal, 
affiliated transactions, and responsibility reporting. All of our findings and recommendations were 
accepted by the Commission. 

Key team member in the firm's management audit of the Anchorage Water and Wastewater Utility 
on behalf of the Alaska Commission Staff, which assessed the effectiveness of the Utility's 
operations in several areas; responsible for in-depth investigation and report writing in areas 
involving information systems, finance and accounting, affiliated relationships and transactions, 
and use of outside contractors. Testified before the Alaska Commission concerning certain areas of 
the audit report. AWWU concurred with each of Mr. Smith's 40 plus recommendations for 
improvement. 

Co-consultant in the analysis of the issues surrounding gas transportation performed for the law 
firm of Cravath, Swaine & Moore in conjunction with the case of Reynolds Metals Co. vs. the 
Columbia Gas System, Inc.; drafted in-depth report concerning the regulatory treatment at both 
state and federal levels of issues such as flexible pricing and mandatory gas transportation. 

Lead consultant and expert witness in the analysis of the rate increase request of the City of Austin 
- Electric Utility on behalf of the residential consumers. Among the numerous ratemaking issues 
addressed were the economies of the Utility's employment of outside services; provided both 
written and oral testimony outlining recommendations and their bases. Most of Mr. Smith's 
recommendations were adopted by the City Council and Utility in a settlement. 
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Key team member performing an analysis of the rate stabilization plan submitted by the Southern 
Bell Telephone & Telegraph Company to the Florida PSC; performed comprehensive analysis of 
the Company's projections and budgets which were used as the basis for establishing rates. 

Lead consultant in analyzing Southwestern Bell Telephone separations in Missouri; sponsored the 
complex technical analysis and calculations upon which the firm's testimony in that case was 
based. He has also assisted in analyzing changes in depreciation methodology for setting telephone 
rates. 

Lead consultant in the review of gas cost recovery reconciliation applications of Michigan Gas 
Utilities Company, Michigan Consolidated Gas Company, and Consumers Power Company. 
Drafted recommendations regarding the appropriate rate of interest to be applied to any over or 
under collections and the proper procedures and allocation methodology to be used to distribute 
any refknds to customer classes. 

Lead consultant in the review of Consumers Power Company's gas cost recovery refund plan. 
Addressed appropriate interest rate and compounding procedures and proper allocation 
methodology. 

Project manager in the review of the request by Central Maine Power Company for an increase in 
rates. The major area addressed was the propriety of the Company's ratemaking attrition adjustment 
in relation to its corporate budgets and projections. 

Project manager in an engagement designed to address the impacts of the Tax Reform Act of 1986 
on gas distribution utility operations of the Northern States Power Company. Analyzed the 
reduction in the corporate tax rate, uncollectibles reserve, ACRS, unbilled revenues, customer 
advances, CIAC, and timing of TRA-related impacts associated with the Company's tax liability. 

Project manager and expert witness in the determination of the impacts of the Tax Reform Act of 
1986 on the operations of Connecticut Natural Gas Company on behalf of the Connecticut 
Department of Public Utility Control - Prosecutorial Division, Connecticut Attorney General, and 
Connecticut Department of Consumer Counsel. 

Lead Consultant for The Minnesota Department of Public Service ("DPS") to review the Minnesota 
Incentive Plan ("Incentive Plan") proposal presented by Northwestern Bell Telephone Company 
("NWB") doing business as U S West Communications ("USWC"). Objective was to express an 
opinion as to whether current rates addressed by the plan were appropriate from a Minnesota 
intrastate revenue requirements and accounting perspective, and to assist in developing 
recommended modifications to NWB's proposed Plan. 

Performed a variety of analytical and review tasks related to our work effort on this project. 
Obtained and reviewed data and performed other procedures as necessary (1) to obtain an 
understanding of the Company's Incentive Plan filing package as it relates to rate base, operating 
income, revenue requirements, and plan operation, and (2) to formulate an opinion concerning the 
reasonableness of current rates and of amounts included within the Company's Incentive Plan 
filing. These procedures included requesting and reviewing extensive discovery, visiting the 
Company's offices to review data, issuing follow-up information requests in many instances, 
telephone and on-site discussions with Company representatives, and frequent discussions with 
counsel and DPS Staff assigned to the project. 
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Lead Consultant in the regulatory analysis of Jersey Central Power & Light Company for the 
Department of the Public Advocate, Division of Rate Counsel. Tasks performed included on-site 
review and audit of Company, identification and analysis of specific issues, preparation of data 
requests, testimony, and cross examination questions. Testified in Hearings. 

Assisted the NARUC Committee on Management Analysis with drafting the Consultant Standards 
for Management Audits. 

Presented training seminars covering public utility accounting, tax reform, ratemaking, affiliated 
transaction auditing, rate case management, and regulatory policy in Maine, Georgia, Kentucky, 
and Pennsylvania. Seminars were presented to commission staffs and consumer interest groups. 

Previous Positions 

With Larkin, Chapski and Co., the predecessor firm to Larkin & Associates, was involved 
primarily in utility regulatory consulting, and also in tax planning and tax research for businesses 
and individuals, tax return preparation and review, and independent audit, review and preparation 
of financial statements. 

Installed computerized accounting system for a realty management firm. 

Education 

Bachelor of Science in Administration in Accounting, with distinction, University of Michigan, 
Dearborn, 1979. 

Master of Science in Taxation, Walsh College, Michigan, 1981. Master's thesis dealt with 
investment tax credit and property tax on various assets. 

Juris Doctor, cum laude, Wayne State University Law School, Detroit, Michigan, 1986. Recipient 
of American Jurisprudence Award for academic excellence. 

Continuing education required to maintain CPA license and CFP@ certificate. 

Passed all parts of CPA examination in first sitting, 1979. Received CPA certificate in 1981 and 
Certified Financial Planning certificate in 1983. Admitted to Michigan and Federal bars in 1986. 

Michigan Bar Association. 

American Bar Association, sections on public utility law and taxation. 



Partial list of utility cases participated in: 

79-228-EL-FAC 
79-23 1-EL-FAC 
79-535-EL-AIR 
80-235-EL-FAC 
80-240-EL-FAC 
U- 1933 * 
U-6794 
81-0035TP 
81-0095TP 
8 I-308-EL-EFC 
8 10136-EU 
GR-81-342 
Tr-81-208 

8400 
18328 
18416 

8624 
8648 

U-6949 

820 1 00-EU 

U-7236 
U6633-R 
U-6797-R 
U-55 10-R 

82-240E 
7350 
RH- 1-83 
820294-TP 
82-165-EL-EFC 
(Subfile A) 
82- 168-EL-EFC 
8300 12-EU 
U-7065 
8738 
ER-83-206 
U-4758 
8836 
8839 
83-07- 15 
81-0485-WS 
U-7650 
83-662 
U-6488-R 
U-15684 
7395 & u-7397 
820013-WS 
U-7660 
83-1039 
U-7802 
83-1226 
830465-E1 
u-7777 
u-7779 

Cincinnati Gas & Electric Company (Ohio PUC) 
Cleveland Electric Illuminating Company (Ohio PUC) 
East Ohio Gas Company (Ohio PUC) 
Ohio Edison Company (Ohio PUC) 
Cleveland Electric Illuminating Company (Ohio PUC) 
Tucson Electric Power Company (Arizona Corp. Commission) 
Michigan Consolidated Gas Co. -16 Rehnds (Michigan PSC) 
Southern Bell Telephone Company (Florida PSC) 
General Telephone Company of Florida (Florida PSC) 
Dayton Power & Light Co.- Fuel Adjustment Clause (Ohio PUC) 
Gulf Power Company (Florida PSC) 
Northern States Power Co. -- E-002Minnesota (Minnesota PUC) 
Southwestern Bell Telephone Company (Missouri PSC)) 
Detroit Edison Company (Michigan PSC) 
East Kentucky Power Cooperative, Inc. (Kentucky PSC) 
Alabama Gas Corporation (Alabama PSC) 
Alabama Power Company (Alabama PSC) 
Florida Power Corporation (Florida PSC) 
Kentucky Utilities (Kentucky PSC) 
East Kentucky Power Cooperative, Inc. (Kentucky PSC) 
Detroit Edison - Burlington Northern Refund (Michigan PSC) 
Detroit Edison - MRCS Program (Michigan PSC) 
Consumers Power Company -MRCS Program (Michigan PSC) 
Consumers Power Company - Energy conservation Finance 
Program (Michigan PSC) 
South Carolina Electric & Gas Company (South Carolina PSC) 
Generic Working Capital Hearing (Michigan PSC) 
Westcoast Transmission Co., (National Energy Board of Canada) 
Southern Bell Telephone & Telegraph Co. (Florida PSC) 

Toledo Edison Company(0hio PUC) 
Cleveland Electric Illuminating Company (Ohio PUC) 
Tampa Electric Company (Florida PSC) 
The Detroit Edison Company - Fermi I1 (Michigan PSC) 
Columbia Gas of Kentucky, Inc. (Kentucky PSC) 
Arkansas Power & Light Company (Missouri PSC) 
The Detroit Edison Company - Refimds (Michigan PSC) 
Kentucky American Water Company (Kentucky PSC) 
Western Kentucky Gas Company (Kentucky PSC) 
Connecticut Light & Power Co. (Connecticut DPU) 
Palm Coast Utility Corporation (Florida PSC) 
Consumers Power Co. (Michigan PSC) 
Continental Telephone Company of California, (Nevada PSC) 
Detroit Edison Co., FAC & PIPAC Reconciliation (Michigan PSC) 
Louisiana Power & Light Company (Louisiana PSC) 
Campaign Ballot Proposals (Michigan PSC) 
Seacoast Utilities (Florida PSC) 
Detroit Edison Company (Michigan PSC) 
CP National Corporation (Nevada PSC) 
Michigan Gas Utilities Company (Michigan PSC) 
Sierra Pacific Power Company (Nevada PSC) 
Florida Power & Light Company (Florida PSC) 
Michigan Consolidated Gas Company (Michigan PSC) 
Consumers Power Company (Michigan PSC) 
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U-7480-R 
U-748 8-R 
U-7484-R 
U-7550-R 
U-7477-R** 
18978 
R-842583 
R-842740 
850050-E1 
16091 
19297 
76- 18788AA 
&76-18793AA 

8 5-53476AA 
& 85-534785AA 

U-8091/U-8239 
TR-85-179** 
85-212 
ER-85646001 
& ER-85647001 
850782-E1 & 
850783-E1 
R-860378 
R-850267 
851007-WU 
& 840419-SU 
G-002/GR-86-160 
7 195 (Interim) 
87-01-03 
87-01-02 

3673- 
29484 

Docket No. 1 
Docket E-2, Sub 527 
870853 
880069** 

U-8924 

U-1954-88-102 
T E-1032-88-102 
89-0033 
U-89-2688-T 
R-891364 
F.C. 889 
Case No. 88/546* 

87-1 1628* 

8903 19-El 
891345-E1 
ER 8811 09125 
653 1 

Michigan Consolidated Gas Company (Michigan PSC) 
Consumers Power Company - Gas (Michigan PSC) 
Michigan Gas Utilities Company (Michigan PSC) 
Detroit Edison Company (Michigan PSC) 
Indiana & Michigan Electric Company (Michigan PSC) 
Continental Telephone Co. of the South Alabama (Alabama PSC) 
Duquesne Light Company (Pennsylvania PUC) 
Pennsylvania Power Company (Pennsylvania PUC) 
Tampa Electric Company (Florida PSC) 
Louisiana Power & Light Company (Louisiana PSC) 
Continental Telephone Co. of the South Alabama (Alabama PSC) 

Detroit Edison - Refund - Appeal of U-4807 (Ingham 
County, Michigan Circuit Court) 

Detroit Edison Refund - Appeal of U-4758 
(Ingham County, Michigan Circuit Court) 
Consumers Power Company - Gas Refunds (Michigan PSC) 
United Telephone Company of Missouri (Missouri PSC) 
Central Maine Power Company (Maine PSC) 

New England Power Company (FERC) 

Florida Power & Light Company (Florida PSC) 
Duquesne Light Company (Pennsylvania PUC) 
Pennsylvania Power Company (Pennsylvania PUC) 

Florida Cities Water Company (Florida PSC) 
Northern States Power Company (Minnesota PSC) 
Gulf States Utilities Company (Texas PUC) 
Connecticut Natural Gas Company (Connecticut PUC)) 
Southern New England Telephone Company 
(Connecticut Department of Public Utility Control) 
Georgia Power Company (Georgia PSC) 
Long Island Lighting Co. (New York Dept. of Public Service) 
Consumers Power Company - Gas (Michigan PSC) 
Austin Electric Utility (City of Austin, Texas) 
Carolina Power & Light Company (North Carolina PUC) 
Pennsylvania Gas and Water Company (Pennsylvania PUC) 
Southern Bell Telephone Company (Florida PSC) 
Citizens Utilities Rural Company, Inc. & Citizens Utilities 
Company, Kingman Telephone Division (Arizona CC) 
Illinois Bell Telephone Company (Illinois CC) 
Puget Sound Power & Light Company (Washington UTC)) 
Philadelphia Electric Company (Pennsylvania PUC) 
Potomac Electric Power Company (District of Columbia PSC) 
Niagara Mohawk Power Corporation, et a1 Plaintiffs, v. 
Gulf+Western, Inc. et al, defendants (Supreme Court County of 
Onondaga, State of New York) 
Duquesne Light Company, et al, plaintiffs, against Gulf+ 
Western, Inc. et al, defendants (Court of the Common Pleas of 
Allegheny County, Pennsylvania Civil Division) 
Florida Power & Light Company (Florida PSC) 
Gulf Power Company (Florida PSC) 
Jersey Central Power & Light Company (BPU) 
Hawaiian Electric Company (Hawaii PUCs) 
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R090 1595 
90-10 
89-12-05 
900329-WS 
90- 12-01 8 
90-E-1 185 
R-9 1 1966 
1.90-07-037, Phase I1 

U-155 1-90-322 
U-1656-91- I34 
U-2013-91-133 
91 - 174*** 

u-155 1-89-102 
& u-1551-89-103 
Docket No. 6998 
TC-9 1 -040A and 
TC-91-040B 

9911030-WS & 
91 1-67-WS 
922 180 
7233 and 7243 
R-009223 14 
& M-920313C006 
ROO922428 
E-1032-92-083 & 
U- 1656-92- 183 

92-09- 19 
E- 1032-92-073 
UE-92- 1262 
92-345 
R-932667 
U-93-60** 
U-93-50** 
U-93-64 
7700 
E-1032-93-111 & 
U- 1032-93- 193 
R-00932670 
U- 15 14-93-169/ 
E- 1032-93- 169 
7766 
93-2006- GA-AIR* 
94-E-0334 
94-0270 
94-0097 
PU-3 14-94-688 
94-12-005-Phase I 
R-953297 
95-03-01 
95-0342 
94-996-EL-AIR 
95-1000-E 

Equitable Gas Company (Pennsylvania Consumer Counsel) 
Artesian Water Company (Delaware PSC) 
Southern New England Telephone Company (Connecticut PUC) 
Southern States Utilities, Inc. (Florida PSC) 
Southern California Edison Company (California PUC) 
Long Island Lighting Company (New York DPS) 
Pennsylvania Gas & Water Company (Pennsylvania PUC) 
(Investigation of OPEBs) Department of the Navy and all Other 
Federal Executive Agencies (California PUC) 
Southwest Gas Corporation (Arizona CC) 
Sun City Water Company (Arizona RUCO) 
Havasu Water Company (Arizona RUCO) 
Central Maine Power Company (Department of the Navy and all 
Other Federal Executive Agencies) 
Southwest Gas Corporation - Rebuttal and PGA Audit (Arizona 
Corporation Commission) 
Hawaiian Electric Company (Hawaii PUC) 
Intrastate Access Charge Methodology, Pool and Rates 
Local Exchange Carriers Association and South Dakota 
Independent Telephone Coalition 
General Development Utilities - Port Malabar and 
West Coast Divisions (Florida PSC) 
The Peoples Natural Gas Company (Pennsylvania PUC) 
Hawaiian Nonpension Postretirement Benefits (Hawaiian PUC) 

Metropolitan Edison Company (Pennsylvania PUC) 
Pennsylvania American Water Company (Pennsylvania PUC) 

Citizens Utilities Company, Agua Fria Water Division 
(Arizona Corporation Commission) 
Southern New England Telephone Company (Connecticut PUC) 
Citizens Utilities Compiiny (Electric Division), (Arizona CC) 
Puget Sound Power and Light Company (Washington UTC)) 
Central Maine Power Company (Maine PUC) 
Pennsylvania Gas & Water Company (Pennsylvania PUC) 
Matanuska Telephone Association, Inc. (Alaska PUC) 
Anchorage Telephone Utility (Alaska PUC) 
PTI Communications (Alaska PUC) 
Hawaiian Electric Company, Inc. (Hawaii PUC) 
Citizens Utilities Company - Gas Division 
(Arizona Corporation Commission) 
Pennsylvania American Water Company (Pennsylvania PUC) 
Sale of Assets CC&N from Contel of the West, Inc. to 
Citizens Utilities Company (Arizona Corporation Commission) 
Hawaiian Electric Company, Inc. (Hawaii PUC) 
The East Ohio Gas Company (Ohio PUC) 
Consolidated Edison Company (New York DPS) 
Inter-State Water Company (Illinois Commerce commission) 
Citizens Utilities Company, Kauai Electric Division (Hawaii PUC) 
Application for Transfer of Local Exchanges (North Dakota PSC) 
Pacific Gas & Electric Company (California PUC) 
UGI Utilities, Inc. - Gas Division (Pennsylvania PUC) 
Southern New England Telephone Company (Connecticut PUC) 
Consumer Illinois Water, Kankakee Water District (Illinois CC) 
Ohio Power Company (Ohio PUC) 
South Carolina Electric & Gas Company (South Carolina PSC) 
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Non-Docketed 
Staff Investigation 
E- 1032-95-473 
E-1032-95-433 

GR-96-285 
94- 10-45 
A.96-08-001 et al. 

96-324 
96-08-070, et al. 

97-05-12 
R-00973953 

97-65 

16705 

Non-Docketed 
Staff Investigation 

E-1072-97-067 

PU-3 14-97-12 
97-035 1 
97-800 1 

U-0000-94- 165 

98-05-006-Phase I 
9355-u 
97- 12-020 - Phase I 
U-98-56, U-98-60, 
U-98-65, U-98-67 
(U-99-66, U-99-65, 
U-99-56, U-99-52) 
Phase 11 of 
97-SCCC- 149-GIT 
PU-3 14-97-465 
Non-docketed 
Assistance 
Contract Dispute 

Non-docketed Project 
Non-docketed Project 

Citizens Utility Company - Arizona Telephone Operations 
(Arizona Corporation Commission) 
Citizens Utility Co. - Northern Arizona Gas Division (Arizona CC) 
Citizens Utility Co. - Arizona Electric Division (Arizona CC) 
Collaborative Ratemaking Process Columbia Gas of Pennsylvania 
(Pennsylvania PUC) 
Missouri Gas Energy (Missouri PSC) 
Southern New England Telephone Company (Connecticut PUC) 
California Utilities’ Applications to Identify Sunk Costs of Non- 
Nuclear Generation Assets, & Transition Costs for Electric Utility 
Restructuring, & Consolidated Proceedings (California PUC) 
Bell Atlantic - Delaware, Inc. (Delaware PSC) 
Pacific Gas & Electric Co., Southern California Edison Co. and 
San Diego Gas & Electric Company (California PUC) 
Connecticut Light & Power (Connecticut PUC) 
Application of PECO Energy Company for Approval of its 
Restructuring Plan Under Section 2806 of the Public Utility Code 
(Pennsylvania PUC) 
Application of Delmarva Power &Light Co. for Application of a 
Cost Accounting Manual and a Code of Conduct (Delaware PSC) 
Entergy Gulf States, Inc. (Cities Steering Committee) 
Southwestern Telephone Co. (Arizona Corporation Commission) 
Delaware - Estimate Impact of Universal Services Issues 
(Delaware PSC) 
US West Communications, Inc. Cost Studies (North Dakota PSC) 
Consumer Illinois Water Company (Illinois CC) 
Investigation of Issues to be Considered as a Result of Restructuring of Electric 
Industry (Nevada PSC) 
Generic Docket to Consider Competition in the Provision 
of Retail Electric Service (Arizona Corporation Commission) 
San Diego Gas & Electric Co., Section 386 costs (California PUC) 
Georgia Power Company Rate Case (Georgia PUC) 
Pacific Gas & Electric Company (California PUC) 
Investigation of 1998 Intrastate Access charge filings 
(Alaska PUC) 
Investigation of 1999 Intrastate Access Charge filing 
(Alaska PUC) 

Southwestern Bell Telephone Company Cost Studies (Kansas CC) 
US West Universal Service Cost Model (North Dakota PSC) 
Bell Atlantic - Delaware, Inc., Review of New Telecomm. 
and Tariff Filings (Delaware PSC) 
City of Zeeland, MI - Water Contract with the City of Holland, MI 
(Before an arbitration panel) 
City of Danville, IL - Valuation of Water System (Danville, IL) 
Village of University Park, IL - Valuation of Water and 
Sewer System (Village of University Park, Illinois) 



E- 1032-95-4 17 

T-105 1B-99-0497 

T-0105 1B-99-0105 
A00-07-043 
T-0105 1B-99-0499 
99-4 191420 
PU314-99-119 

98-0252 

00- 108 
u-00-28 
Non-Docketed 

00-1 1-03 8 
00-1 1-056 
00-10-028 

98-479 

99-457 
99-582 

99-03-04 
99-03-36 
Civil Action No. 

Case No. 12604 
Case No. 12613 
41651 

98-1 I17 

13605-U 
14000-U 
13 196-U 

Non-Docketed 

Non-Docketed 

Application No. 

Phase I 
99-01-016, 

99-02-05 
0 1-05- 19-REO3 

G-0 155 1 A-00-0309 

00-07-043 

Citizens Utility Co., Maricopa Watermastewater Companies 
et al. (Arizona Corporation Commission) 
Proposed Merger of the Parent Corporation of Qwest 
Communications Corporation, LCI International Telecom Corp., 
and US West Communications, Inc. (Arizona CC) 
US West Communications, Inc. Rate Case (Arizona CC) 
Pacific Gas & Electric - 200 1 Attrition (California PUC) 
US WestlQuest Broadband Asset Transfer (Arizona CC) 
US West, lnc. Toll and Access Rebalancing (North Dakota PSC) 
US West, Inc. Residential Rate Increase and Cost Study Review 
(North Dakota PSC 
Ameritech - Illinois, Review of Alternative Regulation Plan 
(Illinois CUB) 
Delmarva Billing System Investigation (Delaware PSC) 
Matanuska Telephone Association (Alaska PUC) 
Management Audit and Market Power Mitigation Analysis of the Merged Gas 
System Operation of Pacific Enterprises and Enova Corporation (California 

Southern California Edison (California PUC) 
Pacific Gas & Electric (California PUC) 
The Utility Reform Network for Modification of Resolution E-3527 (California 

Detmarva Power & Light Application for Approval of its Electric and Fuel 
Adjustments Costs (Delaware PSC) 
Delaware Electric Cooperative Restructuring Filing (Delaware PSC) 
Delmarva Power & Light dba Conectiv Power Delivery Analysis of Code of 
Conduct and Cost Accounting Manual (Delaware PSC) 
United Illuminating Company Recovery of Stranded Costs (Connecticut OCC) 
Connecticut Light & Power (Connecticut OCC) 

PUC) 

PUC) 

West Penn Power Company vs. PA PUC (Pennsylvania PSC) 
Upper Peninsula Power Company (Michigan AG) 
Wisconsin Public Service Commission (Michigan AG) 
Northern Indiana Public Service Co Overearnings investigation (Indiana UCC) 
Savannah Electric & Power Company - FCR (Georgia PSC) 
Georgia Power Company Rate CaselM&S Review (Georgia PSC) 
Savannah Electric & Power Company Natural Gas Procurement and Risk 
ManagementMedging Proposal, Docket No. 13 196-U (Georgia PSC) 
Georgia Power Company & Savannah Electric & Power FPR Company Fuel 
Procurement Audit (Georgia PSC) 
Transition Costs of Nevada Vertically Integrated Utilities (US Department of 

Post-Transition Ratemaking Mechanisms for the Electric lndustry 
Restructuring (US Department of Navy) 

Navy) 

Connecticut Light & Power (Connecticut OCC) 
Yankee Gas Service Application for a Rate Increase, Phase I-2002-IERM 
(Connecticut OCC) 
Southwest Gas Corporation, Application to amend its rate 
Schedules (Arizona CC) 
Pacific Gas & Electric Company Attrition & Application for a rate increase 
(California PUC) 
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97-12-020 
Phase I1 
01-10-10 
1371 1-U 
02-001 
02-BLVT-3 77-AUD 

02-S&TT-390-AUD 
0 1-SFLT-879-AUD 

0 1 -B STT- 8 7 8 -AUD 

P404,407,520,413 
426,427,430,4211 
(21-00-712 

U-0 1-85 

U-01-34 

U-01-83 

U-01-87 

96-324, Phase I1 
03 WHST-503 -AUD 
OCGNBT- 130-AUD 
Docket 69 14 
Docket No. 

Case No. 
E-0 1345A-06-009 

05- 1278-E-PC-PW-42T 

Docket No. 04-0 1 13 
Case No. U-14347 
Case No. 05-725-EL-UNC 
Docket No. 2 1229-U 
Docket No. 19142-U 
Docket No. 

Docket No. 19042-U 
Docket No. 2004-178-E 
Docket No. 03-07-02 
Docket No. EX02060363, 
Phases I&II 
Docket No. U-00-88 

03-07-01RE01 

Phase 1-2002 IERM, 
Docket No. U-02-075 
Docket No. 05-SCNT- 

Docket No. 05-TRCT- 

Docket No. 05-KOKT- 

Docket No. 2002-747 

1048-AUD 

607-KSF 

060-AUD 

Pacific Gas & Electric Company Rate Case (California PUC) 
United Illuminating Company (Connecticut OCC) 
Georgia Power FCR (Georgia PSC) 
Verizon Delaware 9 271(Delaware DPA) 
Blue Valley Telephone Company AudiUGeneral Rate Investigation (Kansas 

S&T Telephone Cooperative AudiUGeneral Rate Investigation (Kansas CC) 
Sunflower Telephone Company Inc., AudidGeneral Rate Investigation 
(Kansas CC) 
Bluestem Telephone Company, Inc. AudiUGeneral Rate Investigation 
(Kansas CC) 

CC) 

Sherburne County Rural Telephone Company, dba as Connections, Etc. 
(Minnesota DOC) 
ACS of Alaska, dba as Alaska Communications Systems (ACS), Rate Case 
(Alaska Regulatory Commission PAS) 
ACS of Anchorage, dba as Alaska Communications Systems (ACS), Rate Case 
(Alaska Regulatory Commission PAS) 
ACS of Fairbanks, dba as Alaska Communications Systems (ACS), Rate Case 
(Alaska Regulatory Commission PAS) 
ACS of the Northland, dba as Alaska Communications Systems (ACS), Rate 
Case (Alaska Regulatory Commission PAS) 
Verizon Delaware, Inc. UNE Rate Filing (Delaware PSC) 
Wheat State Telephone Company (Kansas CC) 
Golden Belt Telephone Association (Kansas CC) 
Shoreham Telephone Company, Inc. (Vermont BPU) 

Arizona Public Service Company (Arizona Corporation Commission) 

Appalachian Power Company and Wheeling Power Company both d/b/a 
American Electric Power (West Virginia PSC) 
Hawaiian Electric Company (Hawaii PUC) 
Consumers Energy Company (Michigan PSC) 
Cincinnati Gas & Electric Company (PUC of Ohio) 
Savannah Electric & Power Company (Georgia PSC) 
Georgia Power Company (Georgia PSC) 

Connecticut Light & Power Company (CT DPUC) 
Savannah Electric & Power Company (Georgia PSC) 
South Carolina Electric & Gas Company (South Carolina PSC) 
Connecticut Light & Power Company (CT DPUC) 

Rockland Electric Company (NJ BPU) 
ENSTAR Natural Gas Company and Alaska Pipeline Company (Regulatory 
Commission of Alaska) 

Interior Telephone Company, Inc. (Regulatory Commission of Alaska) 

South Central Telephone Company (Kansas CC) 

Tri-County Telephone Company (Kansas CC) 

Kan Okla Telephone Company (Kansas CC) 
Northland Telephone Company of Maine (Maine PUC) 
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Docket No. 2003-34 
Docket No. 2003-35 
Docket No. 2003-36 
Docket No. 2003-37 
Docket Nos. U-04-022, 

Case 05-1 16-U/06-055-U 
Case 04-137-U 
Case No. 7 109/7 160 
Case No. ER-2006-03 15 
Case No. ER-2006-03 14 
Docket No. U-05-043,44 

U-04-023 

A- 122250F5000 

E-01345A-05-08 16 
Docket No. 05-304 
05 - 8 06-EL-UNC 
U-06-45 
03-93-EL-ATA7 
06- 1068-EL-UNC 
PUE-2006-00065 
6-04204A-06-0463 et. a1 

Docket No. 2006-0386 
U-06- 134 

E-01 933A-07-0402 
G-01551A-07-0504 
Docket No.UE-072300 
PUE-2008-00009 
PUE-2008-00046 
E-01345A-08-0172 
A-2008-2063737 

08- 1783-G-42T 
08-1761-G-PC 

Docket No. 2008-0083 
Docket No. 2008-0266 

Docket No. 09-29 
Docket No. UE-090704 

6-04024A-08-057 1 

09-0878-G-42T 
2009-UA-00 14 
Docket No. 09-03 19 
Docket No. 09-414 

Docket Nos. U-09-069, 

Docket Nos. U-04-023, 

R-2009-2132019 

U-09-070 

U-04-024 

W-01303A-09-0343 & 
SW-0 1303A-09-0343 
09-872-EL-FAC & 
09-873-EL-FAC 

Sidney Telephone Company (Maine PUC) 
Maine Telephone Company (Maine PUC) 
China Telephone Company (Maine PUC) 
Standish Telephone Company (Maine PUC) 

Anchorage Water and Wastewater Utility (Regulatory Commission of Alaska) 
Entergy Arkansas, Inc. EFC (Arkansas Public Service Commission) 
Southwest Power Pool RTO (Arkansas Public Service Commission) 
Vermont Gas Systems (Department of Public Service) 
Empire District Electric Company (Missouri PSC) 
Kansas City Power & Light Company (Missouri PSC) 
Golden Heart Utilities/College Park Utilities (Regulatory Commission of 
Alaska) 
Equitable Resources, Inc. and The Peoples Natural Gas Company, d/b/a 
Dominion Peoples (Pennsylvania PUC) 
Arizona Public Service Company (Arizona CC) 
Delmarva Power & Light Company (Delaware PSC) 
Cincinnati Gas & Electric Company (Ohio PUC) 
Anchorage Water Utility (Regulatory Commission of Alaska) 

Duke Energy Ohio (Ohio PUC) 
Appalachian Power Company (Virginia Corporation Commission) 
UNS Gas, Inc. (Arizona CC) 
Chugach Electric Association, Inc. (Regulatory Commission of Alaska) 
Hawaiian Electric Company, Inc (Hawaii PUC) 
Tucson Electric Power Company (Arizona CC) 
Southwest Gas Corporation (Arizona CC) 
Puget Sound Energy, Inc. (Washington UTC) 
Virginia-American Water Company (Virginia SCC) 
Appalachian Power Company (Virginia SCC) 
Arizona Public Service Company (Arizona CC) 
Babcock & Broivn Infrastructure Fund North America, LP. and The Peoples 
Natural Gas Company, d/b/a Dominion Peoples (Pennsylvania PUC) 
Hope Gas, Inc., dba Dominion Hope (West Virginia PSC) 
Hope Gas, Inc., dba Dominion Hope, Dominion Resources, Inc., and Peoples 
Hope Gas Companies (West Virginia PSC) 
Hawaiian Electric Company, Inc. (Hawaii PUC) 
Young Brothers, Limited (Hawaii PUC) 
UNS Gas, Inc. (Arizona CC) 
Tidewater Utilities, Inc. (Delaware PSC) 
Puget Sound Energy, Inc. (Washington UTC) 
Mountaineer Gas Company (West Virginia PSC) 
Mississippi Power Company (Mississippi PSC) 
Illinois-American Water Company (Illinois CC) 
Delmarva Power & Light Company (Delaware PSC) 
Aqua Pennsylvania, Inc. (Pennsylvania PUC) 

ENSTAR Natural Gas Company (Regulatory Commission of Alaska) 

Anchorage Water and Wastewater Utility - Remand (Regulatory Commission of 
Alaska) 

Arizona-American Water Company (Arizona CC) 

Financial Audits of the FAC of the Columbus Southern Power Company and 
the Ohio Power Company - Audit I (Ohio PUC) 
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2010-00036 
E-04 100A-09-0496 
E-01773A-09-0472 
K-20 10-2 166208, 
K-2010-2166210, 
R-2010-2 166212, & 
R-2010-2166214 
PSC Docket No. 09-0602 

10-0713-E-PC 
Docket No. 3 1958 
Docket No. 10-0467 
PSC Docket No. 10-237 
U- 10-5 1 

10-0699-E-42T 

10-0920-W-42T 
A. 10-07-007 
A-2010-2210326 
09- 10 12-EL-FAC 

IO-268-EL FAC et al. 

Docket No. 20 10-0080 
G-0155 IA-10-0458 
10-KCPE-4 1 5-RTS 
PUE-2011-00037 
R-20 I 1-2232243 
u-11-100 

A.10-12-005 
PSC Docket No. 11-207 
Cause No. 44022 

PSC Docket No. 10-247 

G-04204A-11-0158 
E-0 1345A- 1 1-0224 
UE-111048 &UE-111049 

Docket No. 1 1-072 1 
1 1AL-947E 
U-11-77 & U-11-78 

Docket No. 11-0767 
PSC Docket No. 11-397 
Cause No. 44075 
Docket No. 12-0001 
11-5730-EL-FAC 

PSC Docket No. 11-528 
1 1-28 1 -EL-FAC et al. 

Kentucky-American Water Company (Kentucky PSC) 
Southwest Transmission Cooperative, IHnc. (Arizona CC) 
Arizona Electric Power Cooperative, Inc. (Arizona CC) 

Pennsylvania-American Water Company (Pennsylvania PUC) 
Central Illinois Light Company D/B/A AmerenCILCO; Central Illinois Public 
Service Company D/B/A AmerenCIPS; Illinois Power Company D/B/A 
AmerenIP (Illinois CC) 
Allegheny Power and FirstEnergy Corp. (West Virginia PSC) 
Georgia Power Company (Georgia PSC) 
Commonwealth Edison Company (Illinois CC) 
Delmarva Power & Light Company (Delaware PSC) 
Cook Inlet Natural Gas Storage Alaska, LLC (Regulatory Commission of 
Alaska) 
Appalachian Power Company and Wheeling Power Company (West Virginia 
PSC) 
West Virginia-American Water Company (West Virginia PSC) 
California-American Water Company (California PUC) 
TWP Acquisition (Pennsylvania PUC) 
Financial, Management, and Performance Audit of the FAC for Dayton Power 
and Light - Audit 1 (Ohio PUC) 
Financial Audit of the FAC of the Columbus Southern Power Company and the 
Ohio Power Company - Audit I1 (Ohio PUC) 
Hawaiian Electric Company, Inc. (Hawaii PUC) 
Southwest Gas Corporation (Arizona CC) 
Kansas City Power & Light Company - Remand (Kansas CC) 
Virginia Appalachian Power Company (Commonwealth of Virginia SCC) 
Pennsylvania-American Water (Pennsylvania PUC) 
Power Purchase Agreement between Chugach Association, Inc. and Fire Island 
Wind, LLC (Regulatory Commission of Alaska) 
San Diego Gas & Electric Company (California PUC) 
Artesian Water Company, Inc. (Delaware PSC) 
Indiana-American Water Company, Inc. (Indiana Utility Regulatory 
Commission) 
Management Audit of Tidewater Utilities, Inc. Affiliate Transactions (Delaware 
Public Service Commission) 
UNS Gas, Inc. (Arizona Corporation Commission) 
Arizona Public Service Company (Arizona CC) 
Puget Sound Energy, Inc. (Washington Utilities and Transportation 
Commission) 
Commonwealth Edison Company (Illinois CC) 
Public Service Company of Colorado (Colorado PSC) 
Golden Heart Utilities, Inc. and College Utilities Corporation (The Regulatory 
Commission of Alaska) 
Illinois-American Water Company (Illinois CC) 
Tidewater Utilities, Inc. (Delaware PSC) 
Indiana Michigan Power Company (Indiana Utility Regulatory Commission) 
Ameren Illinois Company (Illinois CC) 
Financial, Management, and Performance Audit of the FAC for Dayton Power 
and Light - Audit 2 (Ohio PUC) 
Delmarva Power & Light Company (Delaware PSC) 
Financial Audit of the FAC of the Columbus Southern Power Company and the 
Ohio Power Company - Audit I11 (Ohio PUC) 
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Cause No. 43 1 14-IGCC- 
4s1 
Docket No. 12-0293 
Docket No. 12-0321 

Docket No. 2012-218-E 
Docket No. E-72, Sub 479 

12-02019 & 12-04005 

12-0511 & 12-0512 

E-01933A-12-029 1 
Case No. 93 11 
Cause No. 43 114-IGCC-10 
Docket No. 36498 
Case No. 93 16 
Docket No. 13-0192 
12-1 649-W-42T 
E-04204A- 12-0504 
PUE-2013-00020 
R-20 13-2355276 
Formal Case No. 1103 
U-13-007 
12-2881-EL-FAC 

Docket No. 36989 
Cause No. 43 114-IGCC-11 
UM 1633 
13-1892-EL FAC 

14-255-EL RDR 

U- 14-001 
U- 14-002 
PUE-20 14-00026 
14-0117-EL-FAC 

14-0702-E-42T 

Formal Case No. 1 1 19 

R-20 14-2428742 
R-20 14-2428743 
R-20 14-2428744 
R-20 14-2428745 
Cause No. 43 1 14-IGCC- 
12/13 
14-1 152-E-42T 

WS-0 1303A-14-00 10 
2014-000396 
15-03-45" 

A.14-11-003 
U- 14- 1 1 1 
20 15-UN-049 
15-0003-G-42T 

Duke Energy Indiana, Inc. (Indiana Utility Regulatory Commission) 
Ameren Illinois Company (Illinois CC) 
Commonwealth Edison Company (Illinois CC) 
Southwest Gas Corporation (Public Utilities Commission of Nevada) 
South Carolina Electric & Gas (South Carolina PSC) 
Dominion North Carolina Power (North Carolina Utilities Commission) 
North Shore Gas Company and The Peoples Gas Light and Coke Company 
(Illinois CC) 
Tucson Electric Power Company (Arizona CC) 
Potomac Electric Power Company (Maryland PSC) 
Duke Energy Indiana, Inc. (Indiana Utility Regulatory Commission) 
Georgia Power Company (Georgia PSC) 
Columbia Gas of Maryland, lnc. (Maryland PSC) 
Ameren Illinois Company (Illinois CC) 
West Virginia-American Water Company (West Virginia PSC) 
UNS Electric, Inc. (Arizona CC) 
Virginia and Electric Power Company (Virginia SCC) 
Pennsylvania-American Water Company (Pennsylvania PUC) 
Potomac Electric Power Company (District of Columbia PSC) 
Chugach Electric Association, Inc. (The Regulatory Commission of Alaska) 
Financial, Management, and Performance Audit of the FAC for Dayton Power 
and Light - Audit 3 (Ohio PUC) 
Georgia Power Company (Georgia PSC) 
Duke Energy Indiana, Inc. (Indiana Utility Regulatory Commission) 
Investigation into Treatment of Pension Costs in Utility Rates (Oregon PUC) 
Financial Audit of the FAC and AER of the Ohio Power Company - Audit I 
(Ohio PUC) 
Regulatory Compliance Audit of the 2013 DIR of Ohio Power Company (Ohio 

Chugach Electric Association, Inc. (The Regulatory Commission of Alaska) 
Alaska Power Company (The Regulatory Commission of Alaska) 
Virginia Appalachian Power Company (Commonwealth of Virginia SCC) 
Financial, Management, and Performance Audit of the FAC and Purchased 
Power Rider for Dayton Power and Light - Audit 1 (Ohio PUC) 
Monongahela Power Company and The Potomac Edison Company (West 
Virginia PSC) 
Merger of Exelon Corporation, Pepco Holdings, Inc., Potomac Electric Power 
Company, Exelon Energy Delivery Company, LLC, and New Special Purpose 
Entity, LLC (District of Columbia PSC) 
West Penn Power Company (Pennsylvania PUC) 
Pennsylvania Electric Company (Pennsylvania PUC) 
Pennsylvania Power Company (Pennsylvania PUC) 
Metropolitan Edison Company (Pennsylvania PUC) 

PUC) 

Duke Energy Indiana, Inc. (Indiana Utility Regulatory Commission) 
Appalachian Power Company and Wheeling Power Company (West Virginia 

EPCOR Water Arizona, Inc. (Arizona CC) 
Kentucky Power Company (Kentucky PSC) 
Iberdrola, S.A. Et Al, and UIL Holdings Corporation merger (Connecticut 

San Diego Gas & Electric Company (California PUC) 
ENSTAR Natural Gas Company (Regulatory Commission of Alaska) 
Atmos Energy Corporation (Mississippi PSC) 
Mountaineer Gas Company (West Virginia PSC) 

PSC) 

PURA) 
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PUE-20 15-00027 
Docket No. 2015. 

15-0676-W-42T 
15-O7-3SA" 

Virginia Electric and Power Company (Commonwealth of Virginia SCC) 
Hawaiian Electric Company, Inc., Hawaii Electric Light Company, Inc., Maui 
Electric Company Limited, and NextEra Energy, Inc. (Hawaii PUC) 
West Virginia-American Water Company (West Virginia PSC) 
Iberdrola, S.A. Et Al, and UIL Holdings Corporation merger (Connecticut 

Iberdrola, S.A. Et Al, and UIL Holdings Corporation merger (Massachusetts 
DPU) 
Managemenflerformance and Financial Audit of the FAC and Purchased 
Power Rider for Dayton Power and Light (Ohio PUC) 
Mississippi Power Company (Mississippi PSC 

-0022 

PURA) 
15-26"" 

15-042-EL-FAC 

2015-UN-0080 

* Testimony filed, examination not completed 
** Issues stipulated 
*** Company withdrew case 
" Testimony filed, case withdrawn after proposed decision issued 

Issues stipulated before testimony was filed AA 
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COMMISSIONERS 
SUSAN BITTER SMITH -Chairman 

BOB STUMP 
BOB BURNS 

DOUG LITTLE 
TOM FORESE ARIZONA CORPORATION COMMISSJON 

November 5,201 5 

Timothy Sabo 
Snell & Wilrner 
One Arizona Center 
400 East Van Buren Street, Suite 1900 
Phoenix, A2 85004 

Attachment RC S -2 
Docket Nos. W-01732A-15-0131 & 

Pagew&!RICH 
W-0 1303A- 15-0 13 1 

Executive Director 

Re: Staffs Responses to Willow Valley Water Co., Inc.’s First Set of Data Requests to Staff 
Docket No. W-0 1732A- 15-01 3 I. 

DearMr. Sabo: 

Enclosed is Staffs Responses to Willow Valley Water Co., Inc.’s First Set of Data 
Requests to Staff. 

Since% Fvw Robin R,Pp itchell 
Attorney, Legal Division 
(502) 542-3402 

RFWrnam 
Enclosure 

cc: Darroii Carlson (Via Emaii Only) 

1200 WEST WASHINGTON STREET; PHOENIX, ARIZONA 85007-2927 1400 WEST CONGRESS STREET; TUCSON, ARIZONA 85701 -1347 

www.azcc.qov 



Attachment RCS-2 
Docket Nos. W-01732A-15-0131 & 

Page 2 of24 
W-0 1303A-15-013 1 

STAFF’S RESPONSE TO THE FIRST SET OF DATA REQUESTS FROM 
WILLOW VALLEY WATER COMPANY, INC. 

NOVEMBER 5,2015 
DOCKET NOS. W-0 1732A-I 5-0 13 1 AND W-0 I303A-I 5-0 13 1 

Willow 1.1 Please provide all work papers associated with StafPs testimony. 

RESPONSE: Sending under separate cover. 

RESPONDENT: Darron Carlson 



The Going Concern Principle 

The going concern principle is the assumption that an entity will remain in business for the foreseeable 

future. Conversely, this means the entity wil l  not be forced t o  halt operations and liquidate its assets 

in the near term at what may be very low fire-sale prices. By making this assumption, the accountant 

is justified in deferring the recognition of certain expenses until a later period, when the entity will 

presumably stilt be in business and using its assets in the most effective manner possible. 

An entity is assumed to be a going concern in the absence of significant information to the contrary. 

An example of such contrary information is an entity's inability to meet its obligations as they come 

due without substantial asset sales or debt restructurings. If such were not the case, an entity would 

essentially be acquiring assets with the intention of closing its operations and reselling the assets to 

another party. 

I f  the accountant believes that an entity may no longer be a going concern, then this brings up the 

issue of whether its assets are impaired, which may call for the write-down of their carrying amount to  

their liquidation value. Thus, the value of an entity that is  assumed to be a going concern is higher 

than its breakup value, since a going concern can potentially continue to earn profits. 

The going concern concept is not clearly defined anywhere in generally accepted accounting principles, 

and so is subject to a considerable amount of interpretation regarding when an entity should report it. 

However, generally accepted auditing standards (GAAS) do instruct an auditor regarding the 

consideration of a n  entity's ability to continue as a going concern. 

The auditor evaluates an entity's ability to continue as a going concern for a period not greater than 

one year following the date of the financial statements being audited. The auditor considers (among 

other issues) the following items in deciding if there is a substantial doubt about an entity's ability to 

continue as a going concern: 

e Negative trends in operating results, such as a series of losses 
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loan defaults by the company 

Denial of trade credit to the company by its suppliers 

Uneconomical long-term commitments to which the company is subjected 

Legal proceedings against the company 

I f  there is an issue, the audit firm must qualify its the audit report with a statement about the 

problem. 

It is possible for a company to mitigate an auditor's view of its going concern status by having a third 

party guarantee the debts of the business or agree to provide additional funds as needed. By doing so, 

the auditor is reasonably assured that the business will remain functional during the one-year period 

stipulated by GAAS. 

Similar Terms 

The going concern principle is also known as the going concern concept. 
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1. Staff sliodd evaluate whether to support the transfer or just recorninend against the 
acquisition premium and set forth sonic conditions. It is not in the public interest to reward 
companies witli significant rate increase and a SIR only to have them do nothing to improve 
their opcrations. 

a. Global’s lack of action to further the public interest may be further compounded by 
yet unknown conditions that might be disclosed in a review of Epcor’s due diligence 
workpapers and the review of the board minutes of both companies. (See 8 &: 9 
below). 

b. Global’s compliance filing of May 29,2015 in 12-0309 et a1 indicates that very little 
has been done to rcducc water loss in this and other systems. 

c. Refusal to provide due diligence workpapers prevents Staff from verifying that any 
significant due diligence was pcrformed. 

d. Refusal to provide due diligence workpapers prevents Staff from evaluating any 
known detriments or benefits to ratepayers, as would be discussed in due diligence 
workpapers. 

e.  A recommcndation against approving the transfer should be accoinpanicd by Staff 
concerns about the f h g  and items to be considcred in the cvcnt that the ACC does 
approve the transfer. 

2. Prior rate case 12-0309 et al, Decision hTo. 74364, Willow Valley was awarded a rate increase 
of $404,269, or 57.53%, a SIB, and a rate design heady weighted with amounts from the 
monthly minimums. 

a. None of this has resulted in any improveinelits such as SIB relaced or any other 
repairs. It appears that the ratc increasc lias benefitted the company only. 

b. Global had argued that SIB was nccessary and would result in reductions to water 
loss but has failed to effect any repairs. 

c. Any changes to the existing STR as part of this case would rcpresent changes to a 
previously approved SIB outside of a rate case. 

3. The trmsfer of assets wiIl result in a rate basc supported by a capital structure / COE that 
would result in savings for the ratepayers. Epcor is not willing to share benefits with 
ratepayers. This would save ratepayers appx $40K per year. In rcsponse to GWB 3.3, 
EWAZ touts ratc stability as a benefit to ratepayers horn the sale. “Rate Stability: EWXL is 
not seeking, as part of this Application, to changc any of the rates previousIy approved by 
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the Commission. Vis wiU lunit custozner confusion or concern regarding the new 
ownership structure in WiHow Valley.” 

4. Willow Valley is not a small troubled company, since its parent is well capitalized and has 
access to the frnancial markets. 

5. G W  1.10 is unresponsive. Operational concerns should bc answered more fully with 
current information from Global instead of just sci-iding in testimony from 2012 case. If 
Global does not want to answer, it’s another reason to recommend denill. 

6. Companies seek a 10% acquisition premium based on an overstated rate base. Sligfit 
discrepancy in response to GWB 1.3. Text of 1.3 statcs rate bases at $2,268,031 while 
supporting schedule shows rate base of $2,273,846, a difference of $5,815. More important 
concern is that the rate basc schedules submitted in rcsponse to GWB 1 .G shows current rate 
base of $1,964,377. Significant different due to the cxclusioii of ADIT from the rate base 
used in the rate basc used by thc Companies in determining the sale price of $2,494,834, 
incaning that the acquisition premium is more correctly stated at ’$530,537 or 27 percent. 
’rhc ADIT liability represents a reduction to rate base for taxcs funded by rates but not yet 
remitted to the taxing entities. Failure to r ecopze  the ADIT liability deprives ratepayers of 
the benefits for taxes already paid and funded through rates but not remitted by Global. Pcr 
response to GWB 1.6, the ADIT as of December 31,2014 is $260,224 which is an ADIT 
Iiabdtty of $293,862 net of an ADlT receivable of 533,638. The Seller’s rate base schedule 
3.2 also mcludes $19,767 for “Utilit)r Plant Acquisition Adjustment’’ (not previously 
approved? And its inclusion in the current calculation effectively does approved it) and fails 
to include Customer hfetcr Deposits of $31,898. The buyer will be responsible to refund 
Customer Meter Deposits as needed and it is unclear why thesc amounts should be excluded 
from thc calculation. If meter deposits are not intended to transfer for puqoses of 
calculating the sales price, the value of die meter deposits should be imputcd for ratemaking 
purposes and for purposes of calculating the acquisition premium. Failurc to recognize 
meter deposits also deprives ratepayers of the reductioii to the price and in a rate case, fads 
to recopize the non-investor supplied capital. 

7. G‘VlrB 1.1 1 Companies state that there are no employces directly eiiiploycd by Willow and 
are employees of Global Water. Question is unresponsive in terms of other hidirect 
employment atid related costs and if the transfer will harm or help ratepayers. 

8. Duc Diligence workpapers - 1<Wh% objected to providing these. Staff is therefore unable 
to verib- that any due diligence has becn performed or to evaluate the scope of the revicw. 
Staff is further unable to determine whether any potential beliefits or detxirnent ro ratepayers 
are cxpccted or anticipated. 

9. Board of Directors ininutes and prcseiitations - Companies object to providing these. Staff 
is unable to confrrm the support of either company’s board. Staff is further unable to 



Attachment RC S -2 
Docket Nos. W-01732A-15-0131 & 

Page 7 of24 
W-01303A-15-0 13 1 

detennjnc whether any potential benefits or detriment to ratepayers are expected or 
an ticipat cd. 

I 
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LEGEND: 

- Taxpayer - 

- State A - 
State B - 
Commission A - 
Commission B - 
Commission C - 
Operator -.. 
Year A - 
Case A - 
Case B - 
Case C - 
Date X - 
Director - 

- 
- 
- 
- 
- 
- 
- 
I 

- 
- 
- 

Dear 

This letter responds to Parent’s request, made on behalf of Taxpayer, dated 
January 9, 2015, for a ruling on the application of the normalization rules to certain 
regulatory procedures applied in State as described below. 

The representations set out in your fetter follow. 
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Taxpayer, a wholly-owned subsidiary of Parent, is primarily engaged in the 
business of generating, transmitting, distributing, and selling electric power to customers 
in State A and State 8. It is subject to regulation by Commission A, Commission 8, and 
Commission C with respect to terms and conditions of services, including the rates it 
may charge for its services. All three Commissions establish Taxpayer’s rates based on 
Taxpayer‘s costs, including a provision for a return on the capital employed by Taxpayer 
in its regulated business. 

The law of State A provides a process under which a utility may recover its costs 
relating to projects such as new electric generation facilities as a stand-alone rate 
adjustment added to customers’ base rates. As relevant to this ruling request, the 
process for setting the rates involves two components. First, a taxpayer files estimated 
projections of all factors, including Accumulated Deferred Federal Income Taxes 
(ADFIT), relevant to the costs associated with the facility that is the subject of the rate 
adjustment. Rate base for this purpose is calculated using an average of the thirteen 
projected end of month balances of the components of rate base. The rate adjustment 
computed using these projections goes into effect at the beginning of the test period. 
The test period is a twelve month period. The anticipated collections from rate payers, 
the actual cost incurred with respect to the generating facility and any differences 
between anticipated amounts and actual amounts are reconciled by a “true-up” 
mechanism at the end of the test year. Under this mechanism, the reconciliation 
amount is either charged to ratepayers (if actual revenues are below estimates) or 
credited to ratepayers (if actual revenues exceed estimates) as part of the rates 
established for the forthcoming rate year. For both under and over collections, a 
carrying charge is imposed. 

Taxpayer owns and operates electric transmission lines in several states, 
including State A and State €3. These lines ZTS integrated into Operator, a regiorral 
transmission operator. The rates that Taxpayer may charge its customers for these 
transmission services are set using a formula approved by Commission C. The formula 
rates are calculated using a methodology similar to that used to calculate the rate 
adjustments, inasmuch as the formula rates are calculated using projected costs to 
establish rates during the period for which rates are being set and a true-up based on 
over or under recoveries that are reflected in a subsequent rate year. The rates are 
determined by application of the formula approved by Commission C and go into effect 
with no additional action by Commission C. 

Taxpayer claims accelerated depreciation on its tax returns to the extent 
permitted by the Internal Revenue Code. Taxpayer normalizes the federal income 
taxes deferred as a result of its use of accelerated depreciation and thus maintains an 
ADFlT balance on its regulatory books. In ratemaking proceedings before 
Commission A to authorize rate adjustments as well as in calculation of the formula 
rates, rate base is reduced by the calculated ADFIT balance. In calculating its ADFIT 
balance for purposes of both the projection and true-up elements of the rate adjustment 
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calculations, Taxpayer followed the same averaging conventions it used for the other 
components of rate base. However, for prior formula rate filings, Taxpayer had 
calculated its ADFIT balance by an average of the beginning and ending balances 
notwithstanding that it used a 13-month average for computation of the plant portion of 
rate base. In those prior cases, the averages are calculated in accordance with the 
provisions of the Commission-approved template and the differences in averaging 
conventions are required by the regulations adopted by Commission C. 

Section I .167(f)-l(h)(6) of the Income Tax Regulations requires that a proration 
methodology be used by Taxpayer to calculate its applicable ADFIT balance for future 
test periods. Prior to Year A, Taxpayer had not used the proration methodology either 
in estimating its projected ADFIT balance or for the calculation of ADFIT for purposes of 
the true-up. Members of Taxpayer’s tax department became concerned about the 
normalization implications of not using the proration formula during Year A. fn filing 
Case A, Case B, and Case C,  Taxpayer incorporated the proration methodology into the 
calculation of its projected ADFIT balance. In addition, Taxpayer incorporated the 
proration methodology into the calculation of the true-up in Case B. The staff of 
Commission A did not agree that the test period used for the rate adjustment 
ratemaking was a future test period and therefore asserted that the proration 
methodology was not required. In each of these cases, Commission A approved the 
use of the proration methodoiogy in the projected ADFIT balance but denied its use in 
the true-up. When Commission A approved the use of the proration methodology for 
the projected ADFIT bafance, it revised a portion of the Taxpayer’s cash working capital 
allowance to reflect the adoption of the proration methodology. The adjusted portion 
was intended to compensate Taxpayer fur the lag in time between when expenditures 
are made for services by Taxpayer and when collections for those services are received 
by Taxpayer. Commission A concluded that the item in the cash working capital 
aliowance was dupficative of the effect of the proration methodology and was thus 
unnecessary. Due to the uncertainty surrounding the application of the proration 
methodology and the adjustment to cash working capital, Commission A directed 
Taxpayer to seek this ruling from the Internal Revenue Service. 

Both Commission A and Commission C at all times have required that all public 
utilities under their respective jurisdictions use normalized methods of accounting. 

Taxpayer requests that we rule as follov\rs: 

1. The proration methodology requirement does not apply to stand-alone rate 
adjustment ratemaking and to the Commission C formula rates even if they 
involve future test periods. 

2. The estimated projection component of both the stand-alone rate adjustment 
ratemaking and the formula rate does not employ a future test period within the 
meaning of § l.l67(1)-l(h)(6)(ii) and therefore Taxpayer is not required to use the 
proration methodoiogy in order to comply with the normalization rules. 
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4 

3. 

4. 

5. 

6. 

7. 

The true-up component of both the stand-alone rate adjustment ratemaking and 
the formula rate does not employ a future test period within the meaning of €j 
I .  167(1)-1 (h)(6)(ii) and therefore Taxpayer is not required to use the proration 
methodology in order to comply with the normalization rules. 
In Taxpayer's stand-alone rate adjustment proceedings, an adjustment to 
eliminate from the Taxpayer's cash working capital alfowance any provision for 
accelerated depreciation-related ADFIT if the proration methodology is employed 
does not conflict with the normalization rules. 
In order to comply with the consistency requirement of the normalization rules, it 
is not necessary that the Taxpayer use the same averaging convention it uses in 
computing the other elements of rate base in computing its ADFIT balance for 
purposes of the formula rates. 
If the Service rules adversely with respect to Rulings I, 2, or 3, above, any failure 
by Taxpayer to employ the proration methodology prior to the proceedings in 
Cases A, B, or C or the effective date approved by Commission C for the 
requested modification of the formula rates was not a vioIation of the 
normalization rules requiring sanctions for such violation. 
In the event that the Service rules adversely with respect to Ruling 5, above, 
Taxpayer's failure to compiy with the consistency requirement in connection with 
its formula rates prior to the effective date approved by Commission C for the 
requested modification of the formula rates was not a violation of the 
normalization rules. 

Law and Analysis 

Issues 1 and 2 

Former section I67(1) of the Code generally provided that public utilities 
were entitled to use accelerated methods for depreciation if they used a "normalization 
method of accounting." A normalization method of accounting was defined in former 
section 167(1)(3)(G) in a manner consistent with that found in section 168(i)(9)(A). 
Section 1.167(1)-1 (a)( I) of the Income Tax Regulations provides that the normalization 
requirements for public utility property pertain only to the deferral of federal income tax 
liability resulting from the use of an accelerated method of depreciation for computing 
the allowance for depreciation under section 167 and the use of straight-line 
depreciation for computing tax expense and depreciribi expense for purposes of 
establishing cost of services and for reflecting operating results in regulated books of 
account. These regulations do not pertain to other book-tax timing differences with 
respect to state income taxes, F.I.C.A. taxes, construction costs, or any other taxes and 
items. 

Section ?68(f)(2) of the Code provides that the depreciation deduction 
determined under section I68  shall not apply to any public utility property (within the 
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meaning of section 168(i)(IO)) if the taxpayer does not use a normalization method of 
accounting. 

5 

In order to use a normalization method of accounting, section 168(i)(9}(A) 
requires that a taxpayer, in computing its tax expense for establishing its cost of service 
for ratemaking purposes of establishing its cost of service for ratemaking purposes and 
reflecting operating results in its regulated books of account, to use a method of 
depreciation with respect to public utility property that is the same as, and a 
depreciation period for such property that is not shorter than, the method and period 
used to compute its depreciation expense for such purposes. Under section 
168(i)(Q}(A)(ii), if the amount allowable as a deduction under section 168 differs from the 
amount that-would be allowable as a deduction under section 167 using the method, 
period, first and last year convention, and salvage vafue used to compute regufated tax 
expense under section 168(i)(9)(A)(i), the taxpayer must make adjustments to a reserve 
to reflect the deferral of taxes resulting from such difference. 

Section 1.167(1)-1 (h)(6) sets forth additional normalization requirements with 
respect to public utility property. Under § 1.167(1)-1(h)(6)(i), a taxpayer does not use a 
normalization method of accounting if, for ratemaking purposes, the amount of the 
reserve for deferred taxes excluded from the rate base, or treated as cost-free capital, 
exceeds the amount of the reserve for the period used in determining the taxpayer's 
ratemaking tax expense. Section I .167(I)-l (h)(6)(ii) also provides the procedure for 
determining the amount of the reserve for deferred taxes to be excruded from rate base 
or to be included as no-cost capital. If, in determining depreciation for ratemaking tax 
expense, a period (the "test period"} is used which is part historical and part future, then 
the amount of the reserve account for this period is the amount of the reserve at the end 
of the historical portion of the period and a pro rata amount of any projected increase to 
be credited to the account during the future portion of the period. The pro rata amount 
of any increase during the future portion of the period is determined by multiplying the 
increase by a fraction, the numerator of which is the number of days remaining in the 
period at the time the increase is to accrue, and the denominator of which is the total 
number of days in the future portion of the period. 

Section I. 167(1)-1 (h)(6)(i) makes it clear that the reserve excluded from rate base 
must be determined by reference to the same period as is used in determining 
ratemaking tax expense. A taxpayer may use either historicat data or projected data in 
calculating these two amounts, but it must be consistent. As explained in section 
1.167(1)-1 (a)( I ) ,  the rules provided in section I. 167(l)-l (h)(6)(i) are to insure that the 
same time period is used to determine the deferred tax reserve amount resulting from 
the use of an accelerated method of depreciation for cost of service purposes and the 
reserve amount that may be excluded from the rate base or included in no-cost capital 
in determining such cost of services. 

If a taxpayer chooses to compute its ratemaking tax expense and rate base 
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exclusion amount using projected data then it must use the formula provided in section 
I .167(1)-1 (h)(6)(ii) to calculate the amount of deferred taxes subject to exclusion from 
the rate base. This formula prorates the projected accruals to the reserve so as to 
account for the actual time these amounts are expected to be in the reserve. As 
explained in § l.167(1)-1 (a)(l), the formula in section I .167(I)-l(h)(6)(ii) provides a 
method to determine the period of time during which the taxpayer will be treated as 
having received amounts credited or charged to the reserve account so that the 
disallowance of earnings with respect to such amounts through rate base exclusion or 
treatment as no-cost capital will take into account the factor of time for which such 
amounts are held by the taxpayer. 

The purpose of the proration formula is to prevent the immediate flow-through of 
the benefits of accelerated depreciation to ratepayers. The proration formula stops flow- 
through by limiting the deferred tax reserve accruals that may be excluded from rate 
base, and thus the earnings on rate base that may be disallowed, according to the 
length of time these accruals are actually in the reserve account. 

The effectiveness of § I.l67(1)-1(h)(B)(ii) in resolving the timing issue has been 
questioned by its failure to define some key terms. Nowhere does this provision state 
what: is meant by the terms "historical" and "future" in relation to the period for 
determining depreciation for ratemaking tax expense (the "test period"). One 
interpretation focuses on the type or quality of the data used in the ratemaking process. 
According to this interpretation, the historical period is that portion of the test period for 
which actual data is used, while the portion of the period for which data is estimated is 
the future period. The second interpretation focuses on when the utility rates become 
effective. Under this interpretation, the historical period is that portion of the test period 
before rates go into effect, while the portion of the test period after the effective date of 
the rate order is the future period. 

The first interpretation, which focuses on the quality of the ratemaking data, is an 
attractive one. It proposes a simple rule, easy to foltow and to enforce: any portion of 
the reserve for deferred taxes based on estimated data must be prorated in determining 
the amount to be deducted from rate base. The actual passage of time between the 
date ratemaking data is submitted and the date rates become effective is of no 
importance. But this interpretation of the regulations achieves simplicity at the expense 
of precision; in other words, it is overbroad. The proration of all estimated deferred tax 
data does serve to magnify the benefits of accelerated depreciation to the utility, but this 
is not the purpose of normalization. Congress was explicit: normalization "in no way 
diminishes whatever power the [utility regulatory] agency may have to require that the 
deferred taxes reserve be excluded from the base upon which the utility's permitted rate 
of return is calculated." H.R. Rep. No. 413, 92st Cong., 1st Sess. 133 (1969). 

In contrast, the second interpretation of section 1.167(1)-1 (h)(6)(ii) of the 
regulations is consistent with the purpose of normalization, which is to preserve for 
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ts of accelerated depreciation as a source of cost-free 
capital. The availability of this capital is ensured by prohibiting flow-through. But 
whether or not flow-through can even be accomplished by means of rate base 
exclusions depends primarily on whether, at the time rates become effective, the 
amounts originally projected to accrue to the deferred tax reserve have actually 
accrued. 

If rates go into effect before the end of the test period, and the rate base 
reduction is not prorated, the utility commission is denying a current return for 
accelerated depreciation benefits the utility is only projected to have. This procedure is 
a form of flow-through, for current rates are reduced to reflect the capital cost savings of 
accelerated depreciation deductions not yet claimed or accrued by the utility. Yet 
projected data is often necessary in determining rates, since historical data by itself is 
rarely an accurate indication of future utility operating results. Thus, the regulations 
provide that as long as the portion of the deferred tax reserve based on projected 
(future estimated) data is prorated according to the formula in section 'I. 167(1)-1 (h)(6)(ii), 
a regulator may deduct this reserve from rate base in determining a utility's allowable 
return. In other words, a utility regulator using projected data in computing ratemaking 
tax expense and rate base exclusion must account for the passage of time if it is io 
avoid flow-through. 

But if rates go into effect after the end of the test period, the opportunity to flow 
through the benefits of future accelerated depreciation to current ratepayers is gone, 
and so too is the need to apply the proration formula. In this situation, the only question 
that is important for the purpose of rate base exclusion is the amount in the deferred tax 
reserve, whether actual or estimated. Once the future period, the period over which 
accruals to the reserve were projected, is no longer future, the question of when the 
amounts in the reserve accrued is no longer relevant (at the time the new rate order 
takes effect, the projected increases have accrued, and the amounts to be excluded 
from rate base are no longer projected but historical, even though based on estimates). 

There are two kinds of ratemaking at issue here, with identical components. For 
both the stand-alone rate adjustment and the formula rates, Taxpayer estimates the 
various components of rate base. Rates go into effect as of the beginning of the service 
year.' As such, the rates are in effect during the test year and the proration formula 
must be used. The addition of the true up increases the ultimate accuracy of the rates 
but does not convert a future test period into a historical test period as those terms are 
used in the normalization regulations. Therefore, Taxpayer is required to apply the 
proration formula in calculating accumulated deferred income taxes for purposes of 
calculating rate base. 

Issue 3 

We note that, because Taxpayer is using estimated data for the test period, the test period at issue here 
constitutes a "future test period" under the first interpretation discussed above as welt. 
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As discussed above, where a taxpayer computes its ratemaking tax expense and 
rate base exclusion amount using projected data then must use the proration formula 
provided in section 1.167(f)-l(h)(6)(ii) to calculate the amount of deferred taxes subject 
to exclusion from the rate base. This formula prorates the projected accruals to the 
reserve so as to account for the actual time these amounts are expected to be in the 
reserve. As explained in § I .167(l)-l (a)(l): the formula in section 1.267(1)-1 (h)(6)(ii) 
provides a method to determine the period of time during which the taxpayer will be 
treated as having received amounts credited or charged to the reserve account so that 
the disallowance of earnings with respect to such amounts through rate base exclusion 
or treatment as no-cost capital will take into account the factor of time for which such 
amounts are held by the taxpayer. 

The purpose of the proration formula is to prevent the immediate flow-through of 
the benefits of accelerated depreciation to ratepayers. The proration formula stops flow- 
through by limiting the deferred tax reserve accruals that may b e  excluded from rate 
base, and thus the earnings on rate base that may be disallowed, according to the 
length of time these accruals are actually in the reserve account. 

In contrast tu the projections discussed above, the true-up component is 
determined by reference to a purely historical period and there is no need to use the 
proration formula to calculate the differences between Taxpayer's projected ADFlT 
balance and the actual ADFlT balance during the period. In calculating the true-up, 
proration applies to the original projection amount but the actual amount added to the 
ADFlT over the test year is not modified by application of the proration formula. 

Issue 4 

In Taxpayer's stand-alone rate adjustment proceedings, Commission A adjusted 
the already-approved cash working capital allowance specifically to mitigate the effect of 
the use of the proration methodology, finding the effects duplicative. In general, 
taxpayers may not adopt any accounting treatment that directly or indirectly circumvents 
the normalization rules. See clenerallv, !j 1.46-6(b)(2)(ii) (In determining whether, or to 
what extent, the investment tax credit has been used to reduce cost of service, 
reference shall be made to any accounting treatment that affects cost of service); Rev. 
Proc 88-12, 1988-! C.B. 637, 638 (It is a violatiorr of the normalization ~ I E S  for 
taxpayers to adopt any accounting treatment that, directly or indirectly flows excess tax 
reserves to ratepayers prior to the time that the amounts in the vintage accounts 
reverse). Here, Commission A adjusted the cash working capital allowance specifically 
to mitigate the effect of the application of the proration methodology, This is 
inconsistent with the normalization rules. We do not hold that the normalization rules 
require a similar type of cash working capital adjustment in all cases; we hold only that, 
where, as here, it is adjusted or removed in an attempt to mitigate the effects of the 
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application of the proration methodofogy or similar normalization rule, that adjustment or 
removal is not permitted under the normalization rules. 

Issue 5 

Former section 167(1) of the Code generally provided that public utilities were 
entitled to use accelerated methods for depreciation if they used a "normalization 
method of accounting." A normalization method of accounting was defined in former 
section 167(1)(3)(G) in a manner consistent with that found in section 168(i)(9)(A). 
Section I .  167( 1)-I (a)( 1) of the Income Tax Regulations provides that the normalization 
requirements for public utility property pertain only to the deferral of federal income tax 
liability resulting from the use of an accelerated method of depreciation for computing 
the allowance for depreciation under section 167 and the use of straight-line 
depreciation for computing tax expense and depreciation expense for purposes of 
establishing cost of services and for reflecting operating results in regulated books of 
account. These regulations do not pertain to other book-tax timing differences with 
respect to state income taxes, F.I.C.A. taxes, construction costs, or any other taxes and 
items. 

Section 168(9(2) of the Code provides that the depreciation deduction 
determined under section 168 shall not apply to any public utility property (within the 
meaning of section 168(i)(IO)) if the taxpayer does not use a normalization method of 
accounting. 

In order to use a normalization method of accounting, section 168(i)(9)(A) 
requires that a taxpayer, in computing its tax expense for establishing its cost of service 
for ratemaking purposes of establishing its cost of service for ratemaking purposes and 
reflecting operating results in its regulated books of account, to use a method of 
depreciation with respect to public utility property that is the same as, and a 
depreciation period for such property that is not shorter than, the method and period 
used to compute its depreciation expense for such purposes. Under section 
168(i)(9)(A)(ii), if the amount allowable as a deduction under section 168 differs from the 
amount that-would be allowable as a deduction under section 167 using the method, 
period, first and last year convention, and salvage value used to compute regulated tax 
expense under section 168(i)(9)(A)(i), the taxpayer must make adjustments to a reserve 
to reflect the deferral of taxes resulting from such difference. 

Section 168(i)(9)(B)(i) of the Code provides that one way the requirements of 
section 168(i)(9)(A) wifl not be satisfied is if the taxpayer, for ratemaking purposes, uses 
a procedure or adjustment which is inconsistent with such requirements. Under section 
168(i)(9)(5)(ii), such inconsistent procedures and adjustments inctude the w e  of an 
estimate or projection of the taxpayer's tax expense, depreciation expense, or reserve 
for deferred taxes under section 168(i)(9)(A)(ii), unless such estimate or projection is 
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also used, for ratemaking purposes, with respect to all three of these items and with 
respect to the rate base. 

In order to satisfy the requirements of §168(i)(9)(B), there must be consistency in 
the treatment of costs for rate base, regulated depreciation expense, tax expense, and 
deferred tax revenue purposes. Here, rate base, depreciation expense, and 
accumulated deferred income taxes are all calculated in consistent fashion - all are 
averaged over the same period. Whife there are minor differences in the convention 
used to average all elements of rate base including depreciation expense on the one 
hand, 2nd ADFIT on the other, for purposes of §168(i)(9)(B), it is sufficient that both are 
determined by averaging and both are determined over the same period of time. Thus, 
the calculation of average rate base and accumulated deferred income taxes as 
described above complies with the consistency requirement of §I 68(i)(9)(B). 

8ecause of the conclusion reached above, Taxpayer's seventh issue is moot and 
wilt not be considered further. 

Issue 6 

Because the Service has ruled in Issue 1 and 2 that Taxpayer was required to 
use the proration formula applicable to future test periods for the projected revenue 
requirement, prospectively adhering to the Service's interpretation of 5 1 .-l67(1)- 
l(h)(6)(ii) require adjustments to conform to this ruling. Any rates that have been 
calculated using procedures inconsistent with this ruling ("nonconforming rates") which 
are or which have been in effect and which, under applicable state or federal regulatory 
law, can be adjusted or corrected to conform to the requirements of this ruling, must be 
so adjusted or corrected. Where nonconforming rates cannot be adjusted or corrected 
io conform to the requirements of this ruling due to the  operation of state or federal 
regulatory law, then such correction must be made in the next regulatory filing or 
proceeding in which Taxpayer's rates are considered. Specifically, the current timing of 
Taxpayer's stand-alone rate adjustment filings with Commission A will accommodate all 
adjustments or corrections to any prior estimated projections or true-ups necessary to 
conform to the requirements of this ruling in rates having an effective date no later Date 
X, including Case A, Case B, and Case C. In addition, Taxpayer has already sought an 
order from Commission C to make the necessary changes to the rate templates, not 
simply unilateraliy adjusting the calculations (or the manner in which the templates are 
completed) in the next annual projections or true-up adjustments. If Taxpayer must 
request these changes through a filing with Commission C, Taxpayer has represented 
that it will make a filing with Commission C to amend its formula rate template within six 
months of receipt of this ruling letter, requesting that Commission C apply a 
methodology in accordance with this letter using an effective date of the first month 
following the date of the filing made with Commission C. Following Commission C's 
order in that filing, Taxpayer will prospectively apply the methodology consistent with 
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this letter approved by Cornmission C. Until Commission C acts on the filing, Taxpayer 
will continue to use the methodology described above. 

Section 168(9(2) of the Code provides that the depreciation deduction 
determined under section 168 shall not apply to any public utility property (within the 
meaning of section 168(i)(lO)) if the taxpayer does not use a normalization method of 
accounting. However, in the legislative history to the enactment of the normalization 
requirements of the Investment Tax Credit, Congress has stated that it hopes that 
sanctions will not have to be imposed and that disallowance of the tax benefit (there, the 
ITC) should be imposed only after a regulatory body has required or insisted upon such 
treatment by a utility. See Senate Report No. 92-437, 9Znd Cong., lst Sess. 40-41 
(1971), 1972-2 C.B. 559, 581. 

Were, Taxpayer has received stand-alone rate adjustments from Commission A 
without application of the proration methodology as required. In addition, Taxpayer 
used a ternplats approved by Commission C to calculate formula-based rates. Both 
Commission A and Commission C have, at all times, required that utilities under their 
respective jurisdictions use normalization methods of accounting. Taxpayer also 
intended at all times to comply with the normalization rules. As concluded above, 
Taxpayer was required to use the proration methodology in these ratemaking 
proceedings. However because Commissions A and C as well as Taxpayer at all times 
sought to comply, and because Taxpayer will take the corrective actions described 
above, it is not currently appropriate to apply the sanction of denial of accelerated 
depreciation to Taxpayer. 

Conclusions 

I .  The proration methodology requirement applies to all future test periods. 
2. The estimated projection component of both the stand-alone rate adjustment 

ratemaking and the formula rate does employ a future test period within the 
meaning of 5 I. 167(i)-1 (h)(6)(ii) and therefore Taxpayer is required to use the 
proration methodology in order to comply with the normalization rules. 

3. The true-up component of both the Stand-alone rate adjustment ratemaking and 
the formufa rate does not employ a future test period within the meaning of 5 
1 .I 67(1)-I (h)(6)(ii) and therefore Taxpayer is not required to use the proration 
rneinodoiogy in order to comply with ihe normalization rules. 

4. In Taxpayer’s stand-alone rate adjustment proceedings, an adjustment to 
eliminate from the Taxpayer’s cash working capital allowance any provision for 
accelerated depreciation-related ADFIT if the proration methodology is employed 
does conflict with the normalization rules. 

5. In order to comply with the consistency requirement of the normalization rules, it 
is not necessary that the Taxpayer use the same averaging convention it uses in 
computing the other elements of rate base in computing its ADFIT balance for 
purposes of the formula rates. 
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PLR-143241-14 12 

6. The Service rules adversely with respect to Rulings 1 and 2, above. Any failure 
by Taxpayer to employ the proration methodology prior to the proceedings in 
Cases A, B, or C or the effective date approved by Commission C for the 
requested modification of the formula rates was not a violation of the 
normafization rules requiring sanctions for such violation. 

7. Because the Service rules favorably with respect to Ruling 5, above, Taxpayer's 
requested Ruling 7 is moot. 

Except as specifically determined above, no opinion is expressed or implied 
concerning the Federal income tax consequences of the matters described above. 

This ruling is directed only to the taxpayer who requested it. Section 61 1 O(k)(3) 
of the Code provides it may not be used or cited as precedent. In accordance with the 
power of attorney on fife with this office, a copy of this letter is being sent to your 
authorized representative. We are also sending a copy of this letter ruling to the 
Director. 

Sincerely, 

Peter C. Friedman 
Seiiioi Technician R ~ t ' i e ~ e ~ ,  Branch 6 
Office of the Associate Chief Counsel 
(Passthroughs & Special Industries) 
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STAFF’S MSPONSE TO THE FIRST SET OF DATA REQUESTS FROM 
WILLOW VALLEY WATER COMPANY, INC. 

NOVEMBER 5,2015 
DOCKET NOS. W-01732A-154131 AND W-01.303A-154131 

Willow 1.2 Please identify the witness who will take Mr. Becker’s place and provide their 
qualifications. 

RESPONSE: Darron Carlson who is employed by the Utilities 
Division of the Commission as a Public Utilities Analyst 
Manager. He has been employed with the Utilities 
Division since September of 1991. He holds a Bachelor 
of Arts degree in both Accounting and Business 
Management from Northeastern Illinois University in 
Chicago, Illinois. He has participated in quite a number 
of seminars and workshops related to utility 
ratemaking, cost of capital, income faxes, and similar 
issues. These have been sponsored by organizations 
such as the National Association of Regulatory 
Commissioners (“NARUC”), Duke University, Florida 
State University, Michigan State University, New 
Mexico State University, and various other 
Organizations. 

RESPONDENT: Darron Carlson 

Willow 1.3 Admit that EPCOR Water Arizona Inc. has the management capability to own 
and operate the Willow Valley system. If your response is anything other than an 
unqualified admission, provide a complete description of the basis of your 
response, including stating each fact or document on which you based your 
response. 

RESPONSE: Staff has made no statement or indication that EPCOR 
is not capable. 

RESPONDENT: Darron Carlson 
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STAFF’S RESPONSE TO THE FIRST SET OF DATA REQUEsTS FROM 
wrtLow VALLEY WATER COMPANY, INC. 

DOCKET NOS. W-0 1732A-15-0131 AND W-0 1303A- 15-013 1 
NOVEMBER 5,2015 

Willow 1.4 Admit that EPCOR Water Arizona Inc. has the financial capability to own and 
operate the Willow Valley system. If your response is anything other than an 
unqualified admission, provide a complete description of the basis of your 
response, including stating each fact or document on which you based your 
response. 

RESPONSE: See response to Willow 1.3. 

RESPONDENT: Darron Carison 

Willow 1.5 Admit that Epcor Water Arizona Inc. has the technical capability to own and 
operate the Willow Valley system. If your response is anything other than an 
unqualified admission, provide a cornpIete description of the basis of your 
response, including stating each fact or document on which you based your 
response. 

RESPONSE: - See response to Willow 1.3. 

RESPONDENT: Darron Carlson 

Willow 1.6 List each decision of the Arizona Corporation Commission, of which Staff is 
aware, where the Commission approved a regulatory liability for ADIT in an asset 
transfer (as proposed in the testimony of Staff Witness Becker). 

RESPONSE: Staff is not aware of any. 

RESPONDENT: Darron Carlson 
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STAFF’S RESPONSE TO THE FIRST SET OF DATA REQUESTS FROM 
WILLOW VALLEY WATER COMPANY, INC. 

NOVEMBER 5,2015 
DOCKET NOS. W-01732A-15-0131 AND W-01303A-15-0131 

Willow 1.7 To the knowledge of Commission Staff, list each prior docket where Arizona 
Corporation Commission Staff proposed a regulatory liability for ADIT in an 
asset transfer (as proposed in the testimony of Staff Witness Becker). 

RESPONSE: See response to Willow 1.6. 

RESPONDENT: Darron Carlson 

Willow 1.8 Admit that if a regulatory liability is created for ADIT (as proposed in the 
testimony of Staff Witness Becker), that EWAZ will be required to use straight 
line depreciation for income tax purposes under the IRS Depreciation 
Normalization Rules [§168(i)(9) of the Internal Revenue Code of 1986, as 
amended (Code), and Treas. Reg. 9 1.167( 1)- 1 (together, Depreciation 
Normalization Rules)]. If your response. is anything other than an unqualified 
admission, provide a complete description of the basis of your response, including 
stating each fact or document on which you based your response. 

RESPONSE: Staff has determined that its recommendation to create 
a regulatory liability to replace the ADIT balance may 
result in a violation of the IRS normalization rules and 
therefore withdrawal of this recommendation is under 
internai review. 

RESPONDENT: Darron Carlson 

Willow I .9 Provide Staffs calculation of the ratepayer impact if EWAZ is forced to use 
straight line depreciation for income tax purposes under the IRS Depreciation 
Normalization Rules [$168(i)(9) of the Internal Revenue Code of 1986, as 
amended (Code), and Treas. Reg. 3 1.167( 1)-1, (together, Depreciation 
Normalization Ru1es)J. 

RESPONSE: See response to Willow 1.8 

RESPONDENT: Darron Carlson 



Attachment RC S- 3 
Docket Nos. W-0 1732A- 15-013 1 & 

Page 1 O f 7  
W-0 1303A- 15-013 1 

Checkpoint Contents 
Federal Library 
Federal Source Materials 
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Private Letter Rulings 

Private Letter Ruling 9447009, 11/25/1994, IRC Sec(s). 
168(i)(lO) 

UIL No. 0168.2601 

Headnote: 

Reference@): Code Sec. 168(i)(lO); 

A corporation acquired for cash all of the Issued and outstanding stock of a regulated public utility that 
Owns and operates a natural gas transmission pipeline in several states. Elections under section 338 
were made by the seller and purchaser, and the purchase of the Utility's stock is treated as a purchase of 
its assets for federal income tax purposes. 

The utility is subject to the regulatory authority of the Federal Energy Regulatory Commission (FERC). In 
a recent announcement. FERC ordered its regulated public utilities to adopt FAS 109 for financial 
accounting and reporting to FERC. As of the date that the utility is required to adopt FAS 109. its account 
balances are historic and do not taka into account its acquisltlon or the section 338 elections. As a result, 
the utility has proposed journal entries on its FERC books to refled lhe sectlon 338 elections and their 
effect on prior net operating losses and the depreciable cost basis of its assets. The first two proposed 
entries eliminate the deferred tax receivable relating to the utility's net operating losses and to reflect the 
differences in bask between the new basis and FERC basis. The third entry involves deferred amounts 
resulting from norrnaliitim of section 168 depreciation. 

Before its acquisition, the utility's accumulated deferred federal income taxes (ADFIT) totaled a figure 
consisting of an amount relating to accelerated depreciation that was normalized and an amount relating 
to a change in tax rates brought about by the Tax Refonn Act of 1986. FERC proposes to leave the 
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ADFIT on the books as a reduction of rate base, thereby not recognizing the deemed sale of the utility's 
assets. 

The Service has ruled that for any period after the date of its acquisition, the utility will violate the 
normalization requirements of section 168(i)(9) if its rate base is reduced for the unamortized AOFIT 
attributable to accelerated depmlation on public utillty property Claimed before the acqulsnion date. The 
Service reasoned that after the application of reg. section l.l67(l~l(h)(2)(l), the utiliiyk deferred tax 
reserve resulting from accelerated depreciation ceases to exist. Accordingly. the Servica said, the 
deferred tax reserve resulting from accelerated depreciation should be removed from the utility's books of 
account and not flowed through to its customers. 

Citing reg. section 1.167(1)-1, the Service concluded that the proposed accounting entries that eliminate 
the deferred tax receivable relating to net operating losses of the utility and to reflect the dflerences in 
basis between the new basis and FERC basis have no effect on, and are outside the scope of, section 
168(i)(S). 

Copyright 1994. Tax Analysts. 

Full Text: 

Date: August 4,1994 

CC:WM:PBSI : 6TR-31-3141-93 

In Re: Private Letter Ruling Request-Normalization 

LEGEND: 

Taxpayer = *** 

Subsidiary = *** 

Target = *** 

Seller = *** 

Acquisition Date = *** 

= ** 
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Dear **' 

This is in response to your company's (Taxpayer) request, dated December 10.1993, for a letter ruling on 
behalf of your Subsidiary that it will not fail to utilize a normalization method of accounting if it makes 
certain proposed entries on its regulated bodcs of account. in Taxpayeh request. yw stated that the 
proposed entries are being made to comply with the Statement of Financial Accwnting Standards No. 
109 issued by the Financial Accounting Standards Board (FASIOS) and to satisfy the corresponding 
Federal Energy Regulatory Commission's (FERC) interpretation. 

Taxpayer's representations induded in its submission follow: 

On the Acquisition Date Taxpayer acquired all the issued and outstanding stock of Target (now your 
Subsidiary) from Seller. Target's parent, for cash. Taxpayer and Seller made a Umely joint etedkn under 

section 338(h)(10) of the internal Revenue Code for Target. As a result, the purchase of Targets's 3 
stock is treated as a purchase of Target's assets for federal income tax purposes. 

Subsidialy oms and operates a natural gas transmission pipeline system located in several states, and Is 
subject to the regulatory authority of FERC. In a recent announcement FERC ordered its regulated public 
utilities to adopt FAS 109 for financial accounting and reporting to FERC. As of the date that Subsidiary Is 
required is adopt FAS 109. its account balances were historic and do not take into account Taxpayer's 
purchase of Target from Seller and the section 338 elections. 

Subsidiary has proposed Certain journal entries on its FERC books to reflect the section 338 elections and 
their effect on prior net operating losses and the depreciable cost basis of its assets. Taxpayer has asked 
us to rule whether those proposed entries would violate the normalmation requirements of @ section 

16B(f)(2) of the Code. The first two proposed entries eliminate the deferred tax receivable relating to net 
operating losses of Target and to reflect the differences in basis between the new basis and FERC basis. 
The third entry involves deferred amOuntS resuiting from normalization of section 168 depreciation. 

Prior to Its acquisition by Taxpayer, the accumulated deferred federal income taxes (ADFIT) of Target 
totaled x dollars consisting of y dollars related to accelerated depreciation which was normalized and z 
dollars relating to the change in tax rates brought about by the Tax Reform Act of 1986. Taxpayefs 
submission states that the excess tax reserve will Continue to be amortized using the Reverse South 
Georgia Method. 

Taxpayer represents that FHRC proposes to leave the y dollars of ADFIT on the books as a reduction to 
rate base, thereby not recognizing the deemed sale of Target's assets. 

Section 168(f)(2) of the Code provides that the depreciatkm deduction determined under section 168 
i.:3 
shall not apply to any public utility property (within the meaning of section 168(i)(10)) if the taxpayer does 
not use a normalization method of accounting. 
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In order to use a normalization method of accounting, @ section 168(i)(g)(A)(i) of the Code requires the 

taxpayer, in computing its tax expense for establishing its cost of service for ratemaking purposes and 
reflecting operating results in its regulated books of account. to use a method of depreciation with respect 
to public utility property that is the same as. and a depreciation period for such property that is M) shorter 
than, the method and period used to compute Its depredation expense for such purposes. Under section 
168(i)(9)(A)(ii). if the amount allowable as a deduction under section 168 differs from the amount that 
would be allowable as a deduction under section 167 using h e  method, period. first and last year 
convention, and salvage value used to compute regulated tax expense under section lGB(i)(g)(A)(i), the 
taxpayer must make adjustments to a reserve to reflect the deferral of taxes resulting fmm such 
difference. 

Section 168(i)(9)(B)(i) of the Code provides that one way the requirements of section 168(i)(9)(A) will 
'-Z> 

not be satisfied is if the taxpayer, for ratemaking purposes. uses a procedure or adjustment which is 
inconsistent with such requirements. Under section 168(i)(S)(B)(ii). such inconsistent procedures and 
adjustments include the use of an estimate or projection of the taxpayet's tax expense, depreciation 
expense, or resew for deferred taxes under saction 168(i)(9)(A)(ii). unless such estimate or projection is 
also used, for ratemaking purposes, with respect to all three of these items and with respect to the rate 
base. 

Former !!i? section 167(1) of the Code generally provided that public utilities were entitled to use 

accelerated methods of depreciation if they used a "normalization method of accounting. A 
normalization method of accounting was defined in former section 167(1)(3)(G) in a manner consistent 
with that found in d o n  168(i)(9)(A). @ Section 1.167(1)-1 of the Income Tax Regulations provides that 

the normatizatlon requirements for public utility property pertain only to the deferral of federal income tax 
liability resulting from the use of an accelerated method of depreciation for computing the allowance for 
depreciation under section 167 and the use of straight- line depreciation for computing tax expense and 
depreciation expense for purposes of establishing cost of services and for reflecting operating results in 
regulated books of account. These regulations do not pertain to other book-tax timing differences with 
respect to state Income taxes, F.1.C.A taxes, construction costs, or any other taxes and items. 

Section l.l67(l)-l(h)(i)(i) of the regulations provides that the reserve established for public utility property 
should reflact the total amount of the deferral of federal income tax liability resulting from the taxpayeh 
use of different depredation methods for tax and ratemaking purposes. 

Section 1.167(I)-l(h)(l )(iii) of Me regulations provides that the amount of federal income tax liability 
deferred as a result of the use of different depreciation methods for tax and ratemaking purposes is the 
excess (computed without regard to credits) of W amount Me tax liability would'have been had the 
depreciation method for ratemaking purposes been used over the amount ofthe actual tax liability. This 
amount shall be taken into account for the tax year in which the different methods of depredation are 
used. 

i f ,  
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Section l.i67(l)-l(h)(2)(i) of the regulations provides that the taxpayer must credit this amount of deferred 
taxes to a reserve for deferred taxes, a depreciation reserve, or other resewe account. This regulation 
further provides that the aggregate amount allocable to deferred taxes shall not be reduced except to 
reflect the amount for any tax year by which federal i n m  taxes are greater by reason of the prior use of 
different methods of depreciation under section 1.167(1)-l(hXI Xi) or to reflect asset retirements or the 
expiration of the period for depreciation used in determining the allowance for depreciation under section 
167(a) 

\%? Section 338(a) of the Code provides that, if the stock of a corporation ("target corporation') is 

acquired by another corporation ("purchasing corporation") in a qualified stock purchase, the purchasing 
corporation may elect to have the purchase of the target corporation's stock treated as if the target 
corporation sold all of its assets (as "old target") at the close of the acquisition date at fair market value in 
a single transaction. The target corporation than is treated as a new corporation that purchased those 
same assets (as *new target") as of the beginning of the day after the acquisition date. 

If,'before the stock purchase, the target corporation is a member of an affiiiated group that files a 
consolidated return for the tax year within which the transaction takes place, 

Code provides an election under which tax liability of the target corporation from the deemed sale of its 
assets is included In the consolidated retum of the selling consolidated group ("selling group"). This 
election is made jointly by the purchasing corporation and the selling group pursuant to sectlon 
1.338(h)(10)- lT(dX1) of the temporary l n m e  Tax Regulations. 

The consequences of a section 338(h)(10) election are provided in section 1.338(h)(iO).IT(e) of the 
temporary regulations. Under section 1.338(h)(lO)-1T(e~1), old target recognizes gain or loss as if, while 
a member of the selling group. it soid ail of its assets in a single transaction as of the close of the 
acquisition date. Sectlon 1.338(h)(IO)-lT(e)(3) futther provides that, at the close of the acquisition date 
but after the deemed sale of assets, old target is treated as if it distributed all of its assets in a complete 
liquidation to which @ section 332 of the Code applies. Thus, the primary effect of a section 338(h)(IO) 

election is a deemed taxable sale by target corporation of all its assets followed by a deemed complete 
liquidation under section 332. 

in addition, section 1.338(h)(IO)-iT(eX2) of the temporary regulations provides that, for purposes of 
chapter 1 of the Code, gain or loss is ignored on the actual sale or exchange by the sailing group to the 
purchasing corporation of target corporation's stock included in a qualified stock purchase. 

As to the consequences of a section 338(h)(lO) election on new target, section 1.338(h)(IO)-lT(e)(6) of 
the temporary ragulatlons determines the adjusted gross-up basis ("AGUB") for target corporation. The 
AGUB is the total amount for which new target is deemed to have purchased all of its assets. The AGUB 
is allocated among the assets of new target. 

In general, the AGUB is the sum of ( I )  the purchasing corporation's grossed-up basis in recently 

L::- 

section 338(h)(i0) of the 
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purchased stock of target corporation, (2) the basis of the purchasing corporation's nonrecently 
purchased stock of target corporation. (3) the liabilities of new target as of the beginning of the day aRer 
the acquisition date (other than liabilities that were not liablities of old target), and (4) other relevant 
items. Under @ sedion 338(b)(4) of the Code and section 1.33&4T(l)(2) of the temporary regulations. 

the purchasing Corporation's grossed-up basis of recentJy purchased stock of target corporation is the 
basis of the purchasing corporation in recenUy purchased stock of target corporation. multiplied by a 
fraction whose numerator is I00 percent minus the percentage of stock (by value) in the target 
corporation attributable to the purchasing corporation's nonrecenUy purchased stock and whose 
denominator is the percentage of stock (by value) in the target corporation attributable to the purchasing 
corporation's recently purchased stock. 

Section 1.338-4T(1)(2) of the temporary regulations provides that new target generally is permitted to take 
depreciation deductions under @ section 168 of the Code on depreciable property acquired in the 

deemed purchase of assets and may make new elections under sectlon 168 without regard to the 
elections made by old target. For purposes of the anti-chuming rule of section 168(t)(5) (formerly saction 
168(e)(4)) and the rule in section 168(i)(7) (formerly section 168(f)(lO)), under whlch the transferee of 
property is treated as the transleror in certain cases. old target is not a related person with respect to new 
target. Consequently. the accelerated depreciation deduction attrlbutah to old target's (Target) public 
utility property does not carryover to new target (Subsidiary). The ADFiT related to that property do not 
Wow the assets. 3 c 
Whether or not a taxpayer is in compliance with FAS109 or FERC accwnting is a consideration 
independent of the consideration whether the normalization rules of @ section 168 of the Code are 

satisfied. Fundamental in 

that there is sufficient deferral of federal income tax liability due to use of section 168 depreciation on 
depreciable prqerty owned by the taxpayer. Thus, the proposed accounting entries that eliminate the 
deferred tax receivable relating to net operating losses of Target and to reflect the differences in basis 
between the new basis and FERC basis have no effect on and are outside the scope of @ section 

168(i)(9) of the Code. See section 1.167(1)-1 of the regulations. 

Regarding the treatment of ADFIT. Taxpayer purchased all the stock of Target (Subsidiary) and Taxpayer 
and Seller made a joint election under 

result of this election, the transaction is treated for federal i n m  tax purposes as a sale of Target's 

section 168(i)(9) of the Code and section 1.167(1)-1(a) of the regulations is 

section 338(h)(10) of the Code for Target (Subsidiary). As a 

assets by Target (as old target) to itself (as new target, or Subsidiary) in a taxable transaction. Because 
sale. Target's deferred tax reserve relating to accelerated depreciation Is reduced under sedion 

section 1.167(1)- 1 (hX2Xi). Tafget's deferred tax reserve resulting from accelerated depreciation ceases 

from Target's regulated books of account and not flowed through to the customers of subsidiary. For any 

1.167(1)-l(h)(2)(i) of the regulations to reflect the retkements of Target's assets. After the application of 

exist. Accordingly. the deferred tax res- resulting from accelerated depreciation should be removed 



Attachment RCS-3 
Docket Nos. W-01732A-15-0131 & 

Page 7 o f 7  
W-0 1303A- 15-01 3 1 

period subsequent to Acquisition Date, Subsidiary will violate the normalization requirements of section 
les(iX9) if Subsidiary's rate base is reduced for the unamortized ADFIT attributable to accelerated 
depreciation MI public utillty property claimed before Acquisition Date. 

No opinion is expressed regarding any Code section other than set out above. Further, no opinion is 
expressed regarding any a w n t  in the excess tax reserve resulting from the change in federal tax rates. 
The taxpayer should be sure to elect to apply the Rnal reguiations under section 338 retroactively to the 
transaction In the manner prescribed in section 1.338(i).l. 

This ruling is directed only to the taxpayer who requested it. 

that i t  may not be used or cited as precedent. 

Sincerely yours, 

Sedion 61 10(j)(3) of the Code provMes 

HAROLD E. BURGHART 

Assistant to the Chief, Br. 6 

Office of Assistant Chief Counsel (Passthmughs and Special Industries) 

Enclosures (2) Copy of his letter Copy for section 61 10 purposes 
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Private Letter Rulings 

Private Letter Ruling 9418004, 01/14/1994, IRC Sec(s). 46 

UIL No. 0046.06-07; 0168.24-01 

Headnote: 

Section 46 0- Investment Credit Amount 

Reference($): Code Sec. 46; 

A regulated public utility company provides telecommunications service through local exchange telephone 
operations. The company acquired, subject to a section 338(H) election, all of the stock of an unrelated 
pubic utility company (Sub). Before the acquisition, Sub claimed investment credits and accelerated 
depreciation deductions on its public utility property. 

The Service has ruled that for any period after the acquisition, Sub will violate the normalization 
requirements of section 46(f) if its cost of service is reduced for the amortization of any portion of the 
unamortized and unrecaptured accumulated deferred investment tax credits (ADITCs) attributable to 
investment credits on public utility property claimed before the acquisition. A transfer of an equity account 
of Sub of unamortized ADITCs attributable to public utility property claimed before the acquisition will not 
violate the normalization requirements, the Service ruled. The Service also ruled that Sub will violate the 
normalization rules of section 168(i) if its rate base is reduced for unamortized accumulated deferred 
federal income taxes attributable to accelerated depreciation on public property claimed before the 
acquisition date. 

Copyright 1994, Tax Analysts. 

Full Text: 
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Date: January 14,1994 

In re: Private Letter Ruling Request on 

Normalization of Investment Credits 

and Accelerated Depreciation 

LEGEND: 

Taxpayer = *** 

Target = *** 

Seller = *** 

Commission A = *** 

Commission B = *** 

Acquisition Date = *** 

y dollars = *** 

x dollars = *** 

Dear *** 

This letter responds to your representative's letter of July 8, 1993, requesting rulings by Taxpayer on 
behalf of Target with respect to the proper treatment of Target's accumulated deferred investment tax 
credits ("ADITC's") under @ section 46(f)(2) of the Internal Revenue Code and accumulated deferred 

federal income taxes ("ADFIT's") under section 168(1)(9), subsequent to an election under section 
338(h)( 10). 

Taxpayer represents that the facts are as follows: 

Taxpayer is the parent company of an affiliated group of corporations that files a consolidated federal 
income tax return on a calendar year basis using the accrual method of accounting. Taxpayer is a 
regulated public utility company engaged in the business of providing telecommunications services 
through local exchange telephone operations and mobile cellular communications operations. 

On Acquisition Date, Taxpayer acquired all of the common stock of Target from Seller, an unrelated 
communications company. Following the acquisition, Target will join in the filing of the consolidated 
federal income tax return of Taxpayer. Target is a public utility engaged in the business of providing 
telephone services and is subject to regulation by Commission A and Commission 8. 
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Taxpayer and Seller made a timely joint election under section 338(h)(10) of the Code for Target. As 

a result, the purchase of Target's stock is treated as a purchase of Target's assets for federal income tax 
purposes. 

II 3 
For financial and regulatory purposes, the basis of Target's assets after the stock purchase will have the 
same basis as Target had prior to the stock purchase. 

Before Acquisition Date, Target had claimed both investment cre5its and accelerated depreciation 
deductions on its public utility property. For purposes of the investment credit normalization rules under 

section 46(f) of the Code, Target has elected to be treated under section 46(f)(2). At the time of the 

acquisition, Target had recorded on its books ADITC's totalling x dollars (net of recapture resulting from 
the section 338(h)(10) election) and ADFIT's totalling y dollars attributable to public utility property. 

Because Taxpayer is concerned about the effect of a section 338(h)(10) election on the proper treatment 
of the x dollars in the ADITC account and the y dollars in the ADFIT account under the provisions of 
sections 46(f)(2) and 168(i)(9) of the Code, respectively, Taxpayer seeks the following rulings: 

1. For any period subsequent to Acquisition Date, whether a reduction to Target's tax expense used to 
determine cost of service for ratemaking purposes for unamortized and unrecaptured ADlTC attributable 
to investment credits on public utility property claimed before Acquisition Date would violate the provisions 

section 46(f)(2) of the Code? 

2. Whether the transfer of the unamortized and unrecaptured ADITC to an equity account of Target would 
violate the normalization requirements of =_ section 46(f)(2) of the Code? Q 
3. For any period subsequent to Acquisition Date, whether a reduction to Target's rate base for ADFIT 
attributable to accelerated depreciation on public utility property claimed prior to Acquisition Date would 
violate the provisions of section 168(i)(9) of the Code? 

Taxpayer's ruling requests depend upon the effect of a section 338(h)(10) election on the investment 
credits and accelerated depreciation deductions associated with Target's public utility property. 

12, Section 338(a) of the Code provides that, if the stock of a corporation ("target corporation") is 

acquired by another corporation ("purchasing corporation") in a qualified stock purchase, the purchasing 
corporation may elect to have the purchase of the target corporation's stock treated as if the target 
corporation sold all of its assets (as "old target") at the close of the acquisition date at fair market value in 
a single transaction. The target corporation then is treated as a new corporation that purchased those 
same assets (as "new target") as of the beginning of the day after the acquisition date. 

-=I 

If, before the stock purchase, the target corporation is a member of an affiliated group that files a 
consolidated return for the tax year within which the transaction takes place, @ section 338(h)(10) of the 
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Code provides an election under which recapture and other tax liability of the target corporation from the 
deemed sale of its assets is included in the consolidated return of the selling consolidated group ("selling 
group"). This election is made jointly by the purchasing corporation and the selling group pursuant to 
section 1.338(h)(lO)-lT(d)(l) of the temporary Income Tax Regulations. 

The consequences of a section 338(h)(lO) election are provided in section 1.338(h)(lO)-lT(e) of the 
temporary regulations. Under section I .338(h)(lO)-lT(e)(l), old target recognizes gain or loss as If, while 
a member of the selling group, it sold all of its assets in a single transaction as of the close of the 
acquisition date. Section 1.338(h)(10)-1 T(e)(3) further provides that, at the close of the acquisition date 
but after the deemed sale of assets, old target is treated as if it distributed all of its assets in a complete 
liquidation to which @ section 332 of the Code applies. Thus, the primary effect of a section 338(h)(10) 

election is a deemed taxable sale by target corporation of all its assets followed by a deemed complete 
liquidation under section 332. 

In addition, section 1.338(h)(lO)-lT(e)(2) of the temporary regulations provides that, for purposes of 
Chapter 1 of the Code, gain or loss is ignored on the actual sale or exchange by the selling group to the 
purchasing corporation of target corporation's stock included in a qualified stock purchase. 

Under section 1.338(h)(lO)-lT(e)(7)(ii), any investment credit properly deemed sold by old target on the 
close of the acquisition date may be subject to recapture under @ section 47(a) of the Code. Any 

increase in tax resulting from the recapture of old target's investment credit is added to the tax liability of 
the selling group for the tax period that includes the acquisition date. 

As to the consequences of a section 338(h)(10) election on new target, section 1.338(h)(10)-lT(e)(6) of 
the temporary regulations determines the adjusted gross-up basis ("AGUB") for target corporation. The 
AGUB is the total amount for which net target is deemed to have purchased all of its assets. The AGUB is 
allocated among the assets of new target. 

In general, the AGUB is the sum of (1) the purchasing corporation's grossed-up basis in recently 
purchased stock of target corporation, (2) the basis of the purchasing corporation's nonrecently 
purchased stock of target corporation, (3) the liabilities of new target as of the beginning of the day after 
the acquisition date (other than liabilities that were not liabilities of old target), and (4) other relevant 
items. Under section 338(b)(4) of the Code and section 1.338-4T(j)(2) of the temporary regulations, 

the purchasing corporation's grossed-up basis of recently purchased stock of target corporation is the 
basis of the purchasing corporation in recently purchased stock of target corporation, multiplied by a 
fraction whose numerator is 100 percent minus the percentage of stock (by value) in the target 
corporation attributable to the purchasing corporation's nonrecently purchased stock and whose 
denominator is the percentage of stock (by value) in the target corporation attributable to the purchasing 
corporation's recently purchased stock. 

B 

In addition, section 1.338(h)(.10)-1T(e)(8)(ii) of the temporary regulations provides that section 1.338-4T(l), 
which covers certain matters affecting new target, is applicable to a section 338(h)(10) election. In 
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accordance with section 1.338-4T(1)(2), new target is entitled to the investment credit for property it is 
deemed to purchase under @ section 338 of the Code, provided the property would qualify for the 

investment credit if new target acquired it in an actual purchase. 

Further, section 1.338-4T(1)(2) of the temporary regulations provides that new target generally is 
permitted to take depreciation deductions under @ section 168 of the Code on depreciable property 

acquired in the deemed purchase of assets and may make new elections under section 168 without 
regard to the elections made by old target. For purposes of the anti-churning rule of section 168(f)(5) 
(former section 168(e)(4)) and the rule in section 168(i)(?) (former section 168(9( 10)) under which the 
transferee of property is treated as the transferor in certain cases, old target is not a related person with 
respect to new target. 

In the present situation, Taxpayer purchased all of the common stock of Target, and Taxpayer and Seller 
made a joint election under section 338(h)(10) of the Code for Target. This election results, for federal 

income tax purposes, in a deemed taxable sale of assets by Target (as "old Target") in a single 
transaction as of the close of Acquisition Date. Consequently, gain or loss on this deemed sale is 
recognized by old Target, and any unearned investment credits of old Target are recaptured. 

I l l  

Further, Target is treated as a new corporation that purchased those same assets (as "new Target") on 
the day after Acquisition Date. The basis of old Target's assets do not carryover to new Target. Instead, 
new Target receives a new tax basis in the assets deemed purchased from old Target. Because the 
anti-churning rules of section 168(f)(5) and the transferor-transferee rules under section 168(i)(7) do not 
apply to new Target, it does not "step into the shoes" of old Target for depreciation purposes. Therefore, 
new Target is entitled to deduct depreciation on the new tax basis and receives the benefit of a new 
placed in service date for the assets deemed purchased. Moreover, new Target is entitled to claim 
investment credit, if available, on the new tax basis. 

Thus, as a result of the section 338(h)(10) election, the purchase of Target's stock by Taxpayer is treated 
for federal income tax purposes as a purchase of Target's assets in a taxable transaction. Consequently, 

property do not carryover from old Target to new Target. Thus, the ADITC's of x dollars and the ADFIT's 
the investment credits and accelerated depreciation deductions attributed to old Target's public utility 

of y dollars related to that property do not follow the assets. 3 
issue NO. 1 

Target has elected to account for the investment credit on public utility property in accordance with 

section 46(f)(2) of the Code. This section provides that no investment credit determined under section 
46(a) shall be allowed by section 38 with respect to any public utility property of the taxpayer (a) if the 
taxpayer's cost of service for ratemaking purposes or in its regulated books of account Is reduced by 
more than a ratable portion of the investment credit, or (b) if the base to which the taxpayer's rate of 

- 
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return for ratemaking purposes is applied is reduced by reason of any portion of the investment credit. 

Section 1.46-6(a)(3) of the regulations provides that the provisions of section 46(f)(2) of the Code 

are limitations on the treatment of the investment credit for ratemaking purposes and for purposes of the 
taxpayer's regulated books of account only. If an election is made under section 46(f)(2), the credit may 
be flowed through to income, but not more rapidly than ratably, and there may not be any reduction in 
rate base. 

For purposes of determining whether or not the taxpayer's cost of service for ratemaking purposes is 
reduced by more than a ratable portion of the investment credit, - section 46(f)(6) of the Code provides 

that the period of time used in computing depreciation expense for purposes of reflecting operating 
results in the taxpayer's regulated books of account shall be used. Under section 1.46-6(9)(2) of the 

regulations, what is "ratable" is determined by considering the period of time actually used in computing 
the taxpayer's regulated depreciation expense for the property for which a credit is allowed. The term 
"regulated depreciation expense" means the depreciation expense for the property used by a regulatory 
body for purposes of establishing the taxpayer's cost of service for ratemaking purposes. 

GI 

Section 46(f)(7) of the Code provides that if by reason of a corporate reorganization or by reason of 

any other acquisition of the assets of one taxpayer by another taxpayer, the application of any provisions 
of section 46(f) to any public utility property does not carry out the purposes of section 46(f), the Secretary 
shall provide by regulations for the application of such provisions in a manner consistent with the 
purposes of section 46(f). 

II 

_i 

According to 

are not met is if the taxpayer, for ratemaking purposes, uses a procedure or adjustment that is 
inconsistent with these requirements. Under section 46(f)( lO)(B), such inconsistent procedures and 
adjustments include the use of an estimate or projection of the taxpayer's qualified investment for 
purposes of the investment credit allowable by section 38 unless such estimate or projection is also used, 
for ratemaking purposes, with respect to the taxpayer's depreciation expense and rate base. 

section 46(f)(lO)(A) of the Code, one way in which the requirements of section 46(f)(2) GI 

Any public utility that claims the investment credit for public utility property must use "normalization" 
accounting in calculating the rates to be charged its customers and in maintaining its regulated books of 
account. Under normalization accounting, the immediate flow-through of the investment credit for public 
utility property to the utility's customers is prohibited. Instead, under - section 46(f)(2) of the Code, for 

ratemaking purposes the utility defers the investment credit it clarified for Federal income tax purposes 
and then amortizes the deferred balance ratably over the regulatory life of the assets generating the 
credit. 

@ 

Taxpayer's first ruling request involves the treatment of the ADITC's not subject to recapture upon the 
deemed sale of Target's public utility property under a section 338(h)(10) election. 
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In a taxable sale of assets, the purchaser does not "step into the shoes" of the seller and as a result, any 
investment credit associated with the assets do not carryover from the seller to the purchaser. Instead, 
the purchaser receives the benefit of a new tax basis in, and a new placed in service date for, the 
property. This new basis and placed in service date determine the availability and the amount of the 
investment credit that the purchaser may claim for the acquired property. Except for certain transition 
property, property placed in service by a taxpayer after 1985 is not eligible for the investment credit. 

In the present situation, Taxpayer acquired the common stock of Target, and Taxpayer and Seller made a 
joint election under section 338(h)(10) of the Code for Target. This election results, for federal income 

tax purposes, in a deemed taxable sale of assets by old Target to new Target. New Target does not step 
into the shoes of old Target. Instead, new Target receives a new tax basis in, and a new placed in service 
date for, the assets deemed purchased from old Target. Consequently, the unamortized and 
unrecaptured ADITC's associated with old Target's public utility property do not follow the property. Thus, 
these ADITC's are not available to new Target for flow through to its customers. 

Further, new Target is not entitled to claim the investment credit for the property deemed purchased from 
old Target because the property is placed in service by new Target after 1985. Therefore, for such 
property, there is no investment credit claimed by new Target to reduce cost of service under @ section 

46(f)(2) of the Code. 

The normalization rules under 

investment credit for public utility property. Further, the legislative purpose underlying section 46(f) was to 
provide capital for investment in new equipment. *If the ADITC's related to old Target's public utility 
property are ratably flowed through to cost of service, new Target would be flowing through to its 
customers an investment credit that is not available to, and was not claimed by, it. Consequently, new 
Target would receive no tax benefits of the investment credit while its customers would. Accordingly, an 
adjustment to cost of service for the ADITC's of old Target would not be consistent with the purposes of 
section 46(f). 

section 46(f) of the Code contemplate that the utility may claim the 

Further, the adjustment to cost of service for the ADITC's associated with old Target's public utility 
property would violate the consistency rules under section 46(f)(10) of the Code. Such an adjustment 

assumes that the qualified investment of new Target for purposes of the investment credit allowable 
under section 38 is equal to old Target's qualified investment. However, section 46(f)(lO)(B) clearly states 
that the TAXPAYERS qualified investment must be used. In the present situation, the taxpayer is new 
Target. Because the investment credit has been repealed, none of the public utility property placed in 
service by new Target is eligible for the credit and consequently, its qualified investment is zero. Thus, an 
adjustment to the cost of service of new Target for the ADITC's of old Target would violate the 
normalization requirements of section 46(f)(2). 

Issue NO. 2 
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Taxpayer's second ruling request relates to the transfer of the unamortized and unrecaptured ADITC's of 
x dollars to an equity account of Target. The effect of this accounting treatment is to flow through old 
Target's investment credit immediately to new Target's shareholder who is Taxpayer. 

The normalization rules of 

take investment credit on public utility property into account in determining cost of service, but does 
permit them to do so provided the reduction to cost of service is by no more than a ratable portion of the 
credit. 

section 46(f)(2) of the Code do not require public utility commissions to 

As determined under this ruling, the flow through of the unamortized and unrecaptured ADITC's of old 
Target to new Target's customers would violate the normalization requirements of @ section 46(9(2) of 

the Code. By transferring the ADITC's of old Target to an equity account of new Target, this transferred 
amount will not be available to reduce cost of service and rate base in setting future rates and, as a 
result, the ADITC's of old Target would not be flowed through to new Target's customers. Thus, the 
normalization requirements of !ZJ - section 46(f)(2) of the Code are satisfied. The fact that the accounting 

for the ADITC's of old Target will be for the benefit of Target's shareholder who is Taxpayer is outside the 
scope of section 46(f). 

Issue NO. 3 

Taxpayer's third ruling request involves the treatment of the unamortized ADFIT's upon the deemed sale 
of Target's public utility property under a section 338(h)(10) election. 

I _I;"? Section 168(f)(2) of the Code provides that the depreciation deduction determined under section 168 
L-3 

shall not apply to any public utility property (within the meaning of section 168(i)(lO)) if the taxpayer does 
not use a normalization method of accounting. 

In order to use a normalization method of accounting, @ section 168(i)(9)(A)(i) of the Code requires the 

taxpayer, in computing its tax expense for establishing its cost of service for ratemaking purposes and 
reflecting operating results in its regulated books of account, to use a method of depreciation with respect 
to public utility property that is the same as, and a depreciation period for such property that is no shorter 
than, the method and period used to compute its depreciation expense for such purposes. Under section 
168(i)(9)(A)(ii), if the amount allowable as a deduction under section 168 differs from the amount that 
would be allowable as a deduction under section 167 using the method, period, first and last year 
convention, and salvage value used to compute regulated tax expense under section 168(i)(9)(A)(i), the 
taxpayer must make adjustments to a reserve to reflect the deferral of taxes resulting from such 
difference. 

Section 167(1) of the Code generally provides that public utilities are entitled to use accelerated i - j  



methods of depreciation if they use a "normalization method of accounting." A normalization method of 
accounting is defined in section 167(1)(3)(G) in a manner consistent with that found in section 168(i)(9)(A). 

~ 
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Section 1.167(1>1 (h)(l)(i) of the regulations provides that the reserve established for public utility 

property pursuant to section 167(1) of the Code should reflect the total amount of the deferral of IZJ 
Federal income tax liability resulting from the taxpayer's use of different depreciation methods for tax and 
ratemaking purposes. 

Section 1.167(1)-1 (h)(l)(iii) of the regulations provides that the amount of Federal income tax liability 
deferred as a result of the use of different depreciation methods for tax and ratemaking purposes is the 
excess (computed without regard to credits) of the amount the tax liability would have been had the 
depreciation method for ratemaking purposes been used over the amount of the of the actual tax liability. 
This amount shall be taken into account for the taxable year in which the different methods of 
depreciation are used. 

Section l.l67(l)-l(h)(2)(i) of the regulations provides that the taxpayer must credit this amount of 

deferred taxes to a reserve for deferred taxes, a depreciation reserve, or other reserve account. This 
regulation further provides that the aggregate amount allocable to deferred taxes under section 167(1) - 
of the Code shall not be reduced except to reflect the amount for any taxable year by which Federal 
income taxes are greater by reason of the prior use of different methods of depreciation under section 
l.l67(l)-l(h)(l)(i) or to reflect asset retirements or the expiration of the period for depreciation used in 
determining the allowance for depreciation under section 167(a). 

An election under 

Target and the recognition of gain or loss upon such sale by old Target. Because of this sale, old Target's 
deferred tax reserve relating to accelerated depreciation is reduced under G section l.l67(l)-l(h)(2)(i) 

of the regulations to reflect the retirements of old Target's assets. After the application of section 
1.167(1)-1 (h)(2)(i), dd Target's deferred tax reserve resulting from accelerated depreciation ceases to 
exist. Accordingly, the deferred tax reserve resulting from accelerated depreciation should be removed 
from old Target's regulated books of account and not flowed through to the customers of new Target. 

Based on Taxpayer's representations and the analysis as set forth above, we conclude as follows: 

section 338(h)(10) of the Code results in the sale of assets by old Target to new 

LJ c 
1. For any period subsequent to Acquisition Date, Target will violate the normalization requirements of 

section 46(f)(2) of the Code if Target's cost of service is reduced for the amortization of any portion of 

the unamortized and unrecaptured ADITC's attributable to investment credits on public utility property 
claimed before Acquisition Date. 

2. The transfer to an equity account of Target of the Unamortized and unrecaptured ADITC's attributable 
to investment credits on public utility property claimed before Acquisition Date will not violate the 
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normalization requirements of section 46(f)(2) of the Code. 

3. The unamortized ADFlT's related to accelerated depreciation on public utility property daimed by 
Target prior to Acquisition Date are eliminated upon the deemed sale of. Target's assets under @ 

section 338(h)(10) of the Code. Thus, for any period subsequent to Acquisition Date, Target will violate 
the normalization requirements of section 168(i)(9) if Target's rate base is reduced for the unamortized 
ADFIT'S attributable to accelerated depreciation on public utility property da imd before Acquisition Date. 

No opinion is expressed concerning whether the section 338(h)(10) election made by Taxpayer and Seller 
for Target is a valid election. 

i 
!la 

This ruling is directed only to the taxpayer who requested it. @ Section 61 10(j)(3) of the Code provides 

that it may not be used or cited as precedent. 

In accordance with the power of attorney, a copy of this letter is being sent to your authorized 
representative . 

Sincerely yours, 

CHARLES 6. RAMSEY 

Chief, Branch 6 

Office of Assistant Chief 

Counsel 

(Passthroughs and Special 

Industries) 

Enclosures (2) 

copy of this letter 

copy for section 61 10 purposes 

fringe benefits 



James J. McNulty, Secretary 
Pennsylvania Public Utility Commission 
Commonwealth Keystone Building 
400 North Street - Filing Room (Znd Floor) 
PO Box 3265 
Harrisburg, PA 17 1 05-3 265 

RE: Joint Application for All of the Authority and the Necessary Certificate(s) of Public 
Convenience to Transfer All of the Issued and Outstanding Shares of Capital Stock of 
The Peoples Natural Gas Company, d/b/a Dominion Peoples, currently owned by 
Dominion Resources, Inc., to Peoples Hope Gas Companies LLC, an indirect subsidiary 
of Babcock & Brown Infrastructure Fund North America LP, and to Approve the 
Resulting Change in Control of The Peoples Natural Gas Company, d/b/a Dominion 
Peoples;. Docket Nu. A-2008-2063737; JOINT PETITION FOR APPROVAL OF 
SETTLEMENT BETWEEN PEOPLES HOPE GAS COMPANIES LLC, THE 
PEOPLES NATURAL GAS COMPANY d/b/a DOMINION PEOPLES, 
DOMINION RESOURCES, INC., OFFICE OF CONSUMER ADVOCATE, AND 
OFFICE OF SMALL BUSINESS ADVOCATE 

Dear Secretary McNul ty: 

Enclosed for filing with the Commission are an original and three (3) copies of the Joint 
Petition for Approval of Settlement between Peoples Hope Gas Companies LLC, The Peoples 
Natural Gas Company d/b/a Dominion Peoples, Dominion Resources, Inc., Office of Consumer 
Advocate, and Office of Small Business Advocate in the above-referenced proceeding. Copies 
of this Joint Petition have been served upon Administrative Law Judge Robert P. Meehan and 
upon the parties as indicated on the attached Certificate of Service. 

If you have any questions regarding this filing, please direct them to me. Please date- 
stamp the extra copy and return it with our messenger. Thank you for your attention to this 
matter. 

ACLENTOWN HARRISBURG LANCASTER PHILADELPHIA PITTSEIURGH PRINCETON WASH~NGTON, D.C. 
A PENNSllVAMA PROFESSIONAL CORPORAnON 

6548837~1 

I 

September 4,2009 
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17 North Second Street 
12th Floor 
Harrisburg, PA 17101-1601 
71 7-731 -1 970 Main 
717-731-1985 Fax 
www.postschell.com 

Michael W. Gang 

mwgang@postscheil.m 
717-612-6026 Direct 
717-731-1985 Fax 
File #: 3283l138828 

http://www.postschell.com
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James J. McNulty, Secretary 
September 4,2009 
Page 2 

David P. Zambito W 
Counsel for 
Peoples Hope Natural Gas Companies LLC 

MGW/DPZ/kmg 
Enclosures 
cc: Honorable Robert P. Meehan 

Per Certificate of Service 
Scott J. Rubin, Esquire 

6548837~1 
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I I hereby certify that true and correct copies of the foregoing Joint Petition for Approval 

of Small Business Advocate, have been served upon the parties, listed below, in accordance with 
the requirements of 52 Pa. Code 0 1.54 (relating to service by a party). 

I 
I 

of Settlement between Peoples Hope Gas Companies LLC, The Peoples Natural Gas Company 
d/b/a Dominion Peoples, Dominion Resources, Inc., Office of Consumer Advocate, and Office 

I 

CERTIFICATE OF SERVICE 
Docket No. A-2008-2063737 

VIA ELECTRONIC AND FIRST CLASS MAIL 

Sham A. Sparks, Esquire 
Jennedy S .  Johnson, Esquire 
Office of Consumer Advocate 
555 WaInut Street 
Forum Place, 5~ Floor 
Harrisburg, PA 17101-1923 

Johnnie E. Simms, Esquire 
Allison C. Kaster, Esquire 
Office of Trial Staff 
Pennsylvania Public Utility Commission 
Commonwealth Keystone Building 
400 North Street - 2 West 
PO Box 3265 
Harrisburg, PA 17105-3265 

Lauren M. Lepkoski, Esquire 
Sharon Webb, Esquire 
Office of Small Business Advocate 
Commerce Building, Suite 1 102 
300 North Second Street 
Harrisburg, PA 17101-1303 

William T. Hawke, Esquire 
Janet L Miller, Esquire 
Tori L. Geisler, Esquire 
Hawke McKean & Sniscak LLP 
100 N. 10th Street 
P. 0. Box 1778 
Harrisburg, PA 17105-1778 

Susan G. George, Esquire 
Deputy General Counsel 
Gas Distribution & Retail 
Dominian Resources Services, Inc. 
D. L. Clark Bldg., Suite 500 
501 Martindale Street 
Pittsburgh, PA 15212-5835 

John F. Povilaitis, Esquire 
Ryan, Russell, Ogden & Seltzer, P.C. 
800 North Third Street, Suite 101 
Harrisburg, PA 17101 

DATED: September 4,2009 
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BEFORE THE 
PENNSYLVANIA PUBLIC UTILITY COMMISSION 

Administrative Law Judge Robert P. Meehan 

Joint Application for All of the Authority and the 
Necessary Certificate(s) of Public Convenience to 
Transfer All of the Issued and Outstanding Shares of 
Capital Stock of The Peoples Natural Gas Company, 
d/b/a Dominion Peoples, currently owned by 
Dominion Resources, Tnc., to Peoples Hope Gas 
Companies LLC, an indirect subsidiary of Babcock 
& Brown Xnfiastnrctwe Fund North America, LP, 
and to Approve the Resulting Change in Control of 
The Peoples Natural Cas Company, d/b/a Peoples 

: Docket No. A-2008-2063737 

JOINT PETITION FOR APPROVAL OF SETTLEMENT BETWEEN 
PEOPLES HOPE GAS COMPANIES LLC, 

THE PEOPLES NATURAL GAS COMPANY d/b/a DOMINION PEOPLES, 
DOMINION RESOURCES, INC., 

OFFICE OF CONSUMER ADVOCATE, AND 
OFFICE OF SMALL BUSINESS ADVOCATE 

\ 

Peoples Hope Gas Companies LLC (an indirect subsidiary of SteelRiver Infrastructure 

Fund North America LP ( W a  Babcock & Brown Infrastructure Fund North America LP) 

(hereinafter “SteelRiver”)) (hereinafter “PH Gas” or the “C~rnpany”),~ The Peoples Natural Gas 

Company, d/b/a Dominion Peoples (currently owned by Dominion Resources, Inc. (hereinafter 

PH Gas is wholly-owned by LDC Holdings LLC, which is wholly owned by LDC Funding LLC, which in turn is 
wholly owned by SteelRiver. 
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“Dominion”)) (hereinafter “PNGC”),2 Dominion, the Office of Consumer Advocate (hereinafter 

“OCA”), and the Office of Small Business Advocate (hereinafter “OSBA’’)~ hereby submit this 

“Joint Petition for Approval of Settlemerit” (“Joint Petition”) and respectfully request that 

Administrative Law Judge Robert P. Meehan recommend approval of, and the Commission 

approve, the above-captioned Joint Application consistent with the terms and conditions set forth 

in this Joint Petition? This Joint Petition represents a full settlement of all issues between the 

Signatory Parties in the instant proceeding. The Commission’s Office of Trial Staff (“OTS’’) is 

not a Signatory Party. Hess Corporation (“Hess”) is not a Signatory Party, but has indicated that 

it does not oppose the Settlement. 

I. HISTORY OF THE PROCEEDING 

1. On September 16,2008, Dominion Peoples and PH Gas filed a Joint Application seeking 

certificates of public convenience from the Commission, pursuant to 66 Pa. C.S. $8 1102, 

1 1  03, authorizing PH Gas to acquire all the outstanding stock of PNGC from Dominion. 

The proposed stock transfer constitutes a change of control according to the 

Cornmission’s guidelines and policy statement at 52 Pa. Code 4 69.901. 

2, On October 2,2008, OTS filed its Notice of Appearance. On October 7,2008, the Office 

of Consumer Advocate (“OCA”) filed a protest to the Joint Application. On October 14, 

2008, the Office of Small Business Advocate (“OSBA”) filed a protest against the Joint 

Application. On October 14, 2008, Hess filed a Petition to Intervene. No other protests 

or petitions to intervene were filed. 

Reference to “Dominion Peoples” is used herein where the Signatory Parties (defined below) intend to refer 
specifically to PNGC under the ownership of Dominion. The tern “Joint Appiicants,” as used herein, collectively 
refers to Dominion Peoples and PH Gas. 

The parties signing this Joint Petition are collectively referred to herein as the “Signatory Parties.” 

I 
There is no separate Settlement Agreement, The Signatory Parties’ signatures affixed to this Joint Petition 

represent agreement to the terms and conditions contained herein. 

2 
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3. 

4. 

5. 

6 .  

7. 

On October 16, 2008, the Joint Applicants filed the following direct testimony: PH Gas 

St. No. 1, Direct Testimony of Christopher P. Kinney; PH Gas St. No. 2, Direct 

Testimony of Michael 3. Cyrus; PM Gas St. No. 3, Direct Testimony of James L. Warren; 

and Dominion Peoples St. No. I ,  Direct Testimony of Bruce C, Klink. 

The Joint Application was assigned to the Office of Administrative Law Judge for 

hearing and decision. A prehearing conference was held on November 13, 2008, before 

Administrative Law Judge (“ALJ”) Robert P. Meehan. A procedural and discovery 

schedule was set at the prehearing conference. 

The parties engaged in extensive discovery and amicably resolved all discovery disputes 

without having to involve the presiding officer. 

On December 18, 2008, the following direct testimony of the Public Advocates was 

served: OTS St. No. 1, Direct Testimony of Amanda Gordon; OSBA St. No. 1, Direct 

Testimony of Brian Kalcic; OCA St. No. 1, Direct Testimony of Ralph C. Smith; OCA 

St. No. 2, Direct Testimony of Aaron L. Rothschild; OCA St. No. 3, Direct Testimony of 

Barbara R. Alexander; and, OCA St. No. 4, Direct Testimony of Ralph E. Miller, Hess 

did not serve any direct testimony. 

On January 22, 2009, the Joint Applicants served the following rebuttal testimony: PH 

Gas St. No. lR, Rebuttal Testimony of Christopher P. Kinney; PH Gas St. No. 2R, 

Rebuttal Testimony of Michael J. Cyrus; PH Gas St. No. 3R, Rebuttal Testimony of 

James L. Warren; Dominion Peoples St. No. lR, Rebuttal Testimony of Bruce C. Klink; 

Dominion Peoples St. No. 2R, Rebuttal Testimony of William E. McReown; and, 

3 
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Dominion Peoples St. No. 3R, Rebuttal Testimony of Sadie Kroeck. The OSBA also 

filed OSBA St. No. 2, Rebuttal Testimony of Brian Kalcic. 

8. On February 6,2009, on an informal telephonic conference with ALJ Meehan, the Parties 

jointly requested a suspension of the previously established litigation schedule, which 

was granted at a prehearing conference on April 2, 2009. The litigation schedule was 

reestablished at prehearing conferences held on May 3,2009 and May 29,2009. 

9, On May 20, 2009, the Joint Applicants submitted the Supplemental Testimony of 

Christopher P. Kinney, PH Gas St. No. 1 (Supp.). 

10. On July 27, 2009, the Public Advocates submitted the following surrebuttal testimony: 

OTS St. No. 1-SR, Surrebuttal Testimony of Amanda Gordon; OSBA St. No. 3, 

Surrebuttal Testimony of Brian Kalcic; OCA St. No. IS, Surrebuttal Testimony of Ralph 

C. Smith; OCA St. No. 2S, Surrebuttal Testimony of Aaron L. Rothschild; OCA St. No. 

3S, Surrebuttal Testimony of Barbara R. Alexander; OCA St. No. 45, SurrebuttaI 

Testimony of Ralph E. Miller. Hess did not serve any surrebuttal testimony. 

1 1. On August 7 and 10,2009, the Joint Applicants served the following rejoinder testimony: 

PH Gas St. No. IRJ, Rejoinder Testimony of Christopher P. Kimey; PH Gas St. No. 

2RJ-1, Rejoinder Testimony of Michael J. Cyrus; PH Gas St. No. 2RJ-2, Rejoinder 

Testimony of Michael J. Cyrus; PH Gas St. No. 3RJ, Rejoinder Testimony of James I. 

Warren; Dominion Peoples St. No. lRJ, Rejoinder Testimony of Bruce C. Klink; and, 

Dominion Peoples St. No. 1RJ-2, Additional Rejoinder Testimony of Bruce C. Klink. 
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12. Evidentiary hearings were held before ALJ Meehan on August 12,2009. At the hearings, 

the Parties moved into evidence their respective testimonies and exhibits, and witnesses 

were cr~ss-examined.~ The Joint Applicants and Hess entered into a Joint Stipulation 

which was entered into the evidentiary record. 

13. Pursuant to the procedural schedule set by ALJ Meehan, Main Briefs are due September 

1 1,2009. Reply Briefs are due September 18,2009. 

11. TERMS AND CONDITIONS OF SETTLEMENT 

The Signatory Parties agree to resolve all issues in the instant proceeding amongst the 

Signatory Parties on the following terms and conditions: 

A. Financial Conditions 

14. 

15. 

16. 

The existence of an acquisition premium for ratemaking purposes will be determined 

under the Uniform System of Accounts (Account 1 14). 

Any acquisition premium recorded on PNGC’s books will be permanently excluded fiom 

rate base in establishing future rates subject to the Commission’s jurisdiction. 

PNGC will not claim, in any future rate proceedings, Transaction and Transition costs to 

complete the transaction designated as unrecoverable as such items are identified and set 

forth in Appendix A and any related tax effect for such items shall also be excluded in 

setting rates. 

’ Upon motion of the OTS, Dominion Peoples St. No. IN-2, Additional Rejoinder Testimony of Bruce C. Klink, 
was excluded fkom the evidentiary record. 

5 
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PNGC’s debt costs will be established in future rate proceedings. It will be PNGC’s 

burden to demonstrate that its debt costs are reasonable. All parties reserve their right to 

review and challenge any debt cost claim. 

17. 

18. 

19. 

PNGC will not defer any Transaction or Transition costs identified in Paragraph 16 

above; such costs shall be borne exclusively by Peoples’ shareholders. 

On the closing date (“Closing Date”), Dominion will deposit an amount equal to $35 

million in cash into an irrevocable trust (“Trust”) exclusively for the benefit of the 

ratepayers of PNGC. The deposited amount, plus interest earned thereon, net of taxes 

and Trust expenses, will be flowed to ratepayers as a distribution rate credit. 

The Trust will be established at a bank or trust institution selected by PH Gas and 

acceptable to the OCA, OTS and OSBA. The trustee ((‘Trustee’’) of the trust will manage 

the affairs of the Trust, including deposits into the Trust, withdrawals from the trust, 

payment of Trust expenses, investment decisions and other Trust activities and the 

reporting thereof to the relevant parties pursuant to the terms of a trust agreement (“Trust 

Agreement”). The first $25,000 of costs and expenses of establishing and maintaining 

the Trust for its expected four year term will be an expense of the Trust and payable out 

of the Trust estate. The remainder of costs and expenses will be paid by PNGC and will 

not be recoverable from ratepayers. All interest earnings on investments in the Trust will 

inure to the benefit of the Trust estate; provided however that, to the extent that any party 

hereto is deemed to have earned taxable income on investment earnings of the Trust (but 

not its principal), then the Trustee shaIl pay to such party an amount equal to the tax due 

in respect of such earnings at such times as such taxes are payable. 

6 
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The Trust Agreement shall set forth the parameters pursuant to which Trust funds 

shall be invested by the Trustee, provided that the overarching objective of the Trustee 

will be the preservation of principal. The Trust Agreement will also set forth the terms 

upon which the Trustee will release to PNGC amounts sufficient to permit PNGC to 

apply a ratepayer credit to customers of PNGC equal to the $35 million initial investment 

plus interest earned thereon net of (i) any expenses of the Trust and (ii) payments related 

to taxes described in the previous paragraph. To the extent funds are available in the 

Trust to do so, PNGC will apply a monthly ratepayer base rate credit for a period of 

approximately three years, until the hnds in the trust have been exhausted, upon which 

the base rate credit will terminate. The credit shall be calculated on the assumption that 

h d s  will be available in the Trust to apply the credit for three years, but the credit will 

terminate when the finds have actually been exhausted. At the end of each month, the 

Trust will pay to PNGC amounts equal to the credits applied to customer bills during that 

month. 

The credit will be allocated among the rate classes proportionate to any base rate 

revenue award in PNGC’s next base rate proceeding. The base rate credit shall begin 

with the compliance filing following the final Commission Order in the next PNGC base 

rate proceeding. The base rate credit will apply to all classes of PNGC customers; 

however, the credit will not apply to any competitive customer receiving a discounted 

rate. 

20. The existing base rates of Dominion Peoples, will be capped until January 1,201 1, unless 

there are substantial changes in regulation or federal tax rates or policy. This paragraph 

shall not prohibit changes in rates pursuant to the State Tax Adjustment Surcharge. 

7 
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21. PNGC will not propose a charge for recovery of costs associated with post test year plant 

additions (DSIC mechanism) to become effective prior to January 1,201 1. 

22, Costs for any non-regulated capital projects or costs that are not for purposes of providing 

service to PNGC’s retail utility customers will be excluded from base rates and related 

financing costs will be excluded to establish the cost of capital for ratemaking purposes 

as will revenues from such services provided to entities other than retail utility customers. 

Revenues derived from the use of regulated assets shall be reflected in rates unless 

otherwise excluded by the Commission. This Settlement contains no determination of 

whether any Rager Mountain storage expansion is to be treated as a regulated or Ron- 

regulated asset. 

23. PNGC or PH Gas shall issue and maintain separately issued debt held by investors not 

affiliated with SteelRiver or its affiliates, unless the Commission determines that 

ratepayers will experience a net benefit from any other Company proposal. 

24. PNGC will not request a capital structure for ratemaking purposes which is outside the 

range of capital structures employed by comparable gas distribution companies. All 

parties reserve their right to review and challenge any proposed capital structure. 

25. For a three-year period following closing PNGC will provide thirty (30) day’s prior 

notice to the Commission, the OCA, OTS, and OSBA if it intends to make a distribution 

to PH Gas which distribution will cause its actual debt ratio, excluding working capital 

facilities, to exceed 55% of total capitalization. 
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27. 

28. 

29. 

30. 
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LDC Holdings’ consolidated long term debt ratio as a percent of total capitalization shall 

not exceed 60% for any period longer than one year absent approval from the 

Commission. Any request for approval will be considered on an expedited basis, if so 

requested. 

PNGC will be ring fenced from other companies owned by SteelRiver as described in the 

Joint Application and in the Response to Interrogatory OTS-8 (attached as Appendix B). 

PNGC’s dividends to PH Gas shall be limited to no more than 100% of retained earnings. 

PNGC shall not do the following except as approved by the Commission upon a showing 

of net benefit to retail customers: 

a. guarantee the debt or credit instruments of PH Gas, LDC Holdings, LDC 

Funding, SteelRiver or any affiliate not regulated by the Commission; 

b. mortgage utility assets on behalf of PH Gas, LDC Holdings, LDC 

Funding, SteelRiver or such affiliates other than in conjunction with 

financing provided by PH Gas to PNGC; or 

c. loan money or otherwise extend credit to PH Gas, LDC Holdings, LDC 

Funding, SteelRiver or such affiliates €or a tern of one year or more. 

B. Books and Records 

PNGC shall maintain reasonable accounting controls and pricing protocols to govern 

transactions with affiliates, and provide the Commission, OTS, OCA and OSBA 

reasonable access to the books, records and personnel of PNGC’s affiliates where 

9 
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necessary for the Commission to adequately review PNGC’s purchases of goods or 

services from those affiliates. 

Upon written request, PH Gas and its subsidiaries will provide the Commission, the OTS, 

the OCA and the OSBA reasonable access to the books and records, officers and staff of 

PH Gas and its subsidiaries. However, nothing set forth herein shall constitute or be 

interpreted as a waiver by PH Gas or its subsidiaries of its right to raise traditional 

discovery objections to any such requests, including, but not limited to, objections on the 

basis of relevance and privilege. In addition, before responding to any such requests, PH 

Gas and its subsidiaries shall be permitted to require the imposition of protections they 

deem necessary to prohibit disclosure of proprietary or confidential information. 

PNGC, and its parents (including SteelRiver), will provide, upon request, to the 

Commission, OTS, .OCA and OSBA, in connection with rate proceedings and other 

proceedings before the Commission presentations given by SteelRiver or PNGC to 

common stock, bond, or bond rating analysts, that directly, or indirectly pertain to PNGC. 

PNGC will seek Commission approval of all new or amended agreements with affiliates 

consistent with Chapter 21 of the Public Utility Code. 

PH Gas and its subsidiaries shall provide the OTS, OCA and OSBA with a copy of any 

reports filed with the US Securities and Exchange Commission upon request. 

For the five (5) calendar years following closing, PNGC will provide an annual report to 

the Commission as to the status of all material commitments made in any settlement. 

IO 
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C. Corgorate Cost Aflocations 

36. PNGC’s corporate cost allocations will include a rent charge for the percentage of space 

occupied by employees who provide services to an affiliate, and a supplies charge for 

supplies the employee may use in providing services to affiliates. 

37. PNGC’s corporate cost allocations will provide that all charges by PH Services to PNGC 

will be at cost, provided that nothing herein shall affect PNGC’s burden of proof under 

66 Pa. C.S. 6 2106. 

D. Management 

38. SteelRiver will not permit a change in ownership in PNGC, including as consequence of 

termination of SteelRiver, without prior Commission approval if such change would 

result in a change in control under the then-applicable Commission standards. 

39. The CEO of PNGC will be a member of the governing board of PH Gas. 

40. SteelRiver will continue to maintain PNGC’s corporate headquarters in PNGC’s service 

area and in or near Pittsburgh, Pennsylvania. PNGC agrees not to move PNGC 

headquarters outside PNGC service territory for at least a ten year period and will only do 

so after that time upon Application to and approval by the Commission. 

41. PNGC commits to maintain field offices in its service territory and staffing levels that are 

sufficient to provide safe and reliable service. PNGC will provide annual reports to the 

Commission, OTS, OSBA, and OCA regarding field offices and staffing levels in its 

service territory for a period of five years. 
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E. Reliability and Customer Service 

42. PNGC commits to make customer service metrics a priority. To that end, PNGC 

commits to the specific quality of service metrics attached hereto as Appendix C, in 

accordance with paragraph 45 below. 

43. For a maximum period of up to 18 months after the Closing, and pursuant to the terms 

(including, without limitation, the payment terms) of the Transition Services Agreement 

(“TSA”), PNGC will use Dominian for, and Dominion will provide, customer service 

arrangements. Prior to the end of such 18 month period, PH Gas shall (i) employ 

adequate staff and supervisory personnel to allow PNGC or its affiliates to succeed 

Dominion in performing the full customer service functions; or (ii) cause PNGC to 

execute (and obtain Commission approval in accordance with, and subject to, 744 below) 

a contract with one or more third parties to succeed Dominion in performing customer 

service functions that will not be provided by employees of PNGC or its affiliates. 

PNGC will conduct an RFP for customer service arrangements that will not be performed 

by PNGC, after consultation with OTS, OCA, OSBA and the Commission’s Bureau of 

Consumer Services as to the specifications of the RFP. The RFP will be issued to 

prospective bidders within six months of the closing 

44. PNGC will submit a filing containing the proposed contract with the selected vendor (the 

“Selected Customer Service Vendor”) for customer service arrangements to the 

Commission and the parties for consideration, review and approval by the Commission at 

a separately docketed proceeding. The parties shall be given the opportunity to provide 

written co.mnments on the contract. The Commission shall approve or reject the contract 

12 
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within 90 days of filing. PNGC will arrange a back up supplier for provision of customer 

service functions that cannot be provided by PNGC in the event that contract with the 

selected vendor is not approved in sufficient time to become operational at the end of the 

18 month TSA period. 

45. PNGC will provide a report to OCA, OTS, and OSBA each calendar year following 

commencement of service by the Selected Customer Service Vendor ox assumption of 

such functions by the staff of PNGC or its affiliates regarding its achievement of the 

service quality metrics in Appendix C. Such reports shall continue for three calendar 

years after selection of the Selected Customer Service Vendor or assumption of such 

functions by the staff of PNGC or its affiliates. The report will outline the actual metrics 

achieved and additional actions expected to be taken in the following year to further 

improve customer service. If the Company has not achieved an identified metric (in 

Appendix C), the report will also include the reasons for the failure and the Company’s 

detailed plan to reach the service quality metric and will follow the reporting procedures 

set forth in Paragraph 46. PNGC will then convene a collaborative with OCA, OTS and 

the OSBA to discuss such report. The Commission may, upon motion of any Party or 

upon its own motion, open a formal proceeding. If, following such a collaborative, OTS, 

OCA or OSBA request a proceeding before the Commission, PNGC will not oppose the 

initiation of such a proceeding. 

46. PNGC will commit to assess and identify areas of necessary improvement and submit 

that analysis to the Commission, OCA, OTS and OSBA within 180 days of closing for 

their review and comment. This review will additionally outline cost effective systems 

for improvement of customer service and expected service improvements. 

13 
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47. Nothing in this Settlement is intended to restrict the Company’s right to request recovery 

of new systems to improve service, including as a consequence of an existing system’s 

age, obsolescence or other requirements, as appropriate, in future rates. Any such request 

will be subject to review for reasonableness and prudence in accordance with rate making 

principles. 

48. No party waives any right to request that the Commission order penalties in any 

proceeding convened to investigate the Company’s noncompliance with the service 

metrics in Appendix C. 

49. Nothing contained herein is intended to limit the authority of the Commission, the Bureau 

of Consumer Services, the Bureau of Safety and Compliance or other Bureaus of the 

Commission from performing their duties and making recommendations, including 

recommendations regarding fines, for failure of PNGC to perform in any of the areas 

contained in Appendix C. 

F. Universal Service 

50. PNGC will continue to f h d  its Customer Assistance Program C‘CAP”) consistent with 

its needs analysis approved in conjunction with the Dominion Peoples currently approved 

Universal Services Plan. 

51. PNGC will manage its CAP program similar to that of Columbia Gas in that it will 

partner with an agency that: (a) can substantially increase the number of intake sites; (b) 

is an administrator of utility CAP programs for the EDCs or NGDCs in their territory; (c) 
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recruits and partners with multi-service agencies; and, (d) uses a case management 

system to track and monitor referrals and enrollments into utility programs. 

52. PNGC will be permitted to recover CAP costs under Dominion Peoples’ existing 

recovery mechanism for CAP costs. PNGC may propose changes to the recovery 

mechanism, which any party to the Settlement may oppose, for review by the 

Commission. The provisions of Paragraph No. 20 shall not limit implementation of any 

change to PNGC’s recovery mechanism. Nothing in this Settlement shall be construed to 

alter the settlement reached in Pennsylvania Public Utility Commission v. The Peoples 

Natural Gas Company d/b/a Dominion Peoples, Docket No. R-0005 1093. 

53. PNGC will match customer contributions to its Hardship Fund with up to $300,000 of 

shareholder funds annually for three years commencing January 1, 2010. PNGC will 

provide up to $50,000 annually in administrative hnds for a three-year period 

commencing January 1, 2010. PNGC will review possible ways to increase outreach to 

customers to attempt to increase customer contributions and will provide a report to the 

Commission and OCA. 

54. PNGC will commit to an increase in LIURP funds to $768,000 per year with the amount 

above the current $610,000 per year to be borne by the Company until the end of the 

period in Paragraph 20. Any funds not used in one year will roll-over on into the next 

calendar year. Funding on this basis will continue until the effective date of rates set in 

the next base rate proceeding. 

15 
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G. Communitv Commitment 

55. For a period of not less than five years, PNGC will provide corporate contributions and 

community support in southwestern Pennsylvania in a total amount that is at least 

equivalent to the amount provided by PNGC in 2007 ($1 8,250). 

56. Services that are currently performed €or PNGC outside of Pennsylvania, such as call 

center support, customer billing and payment and customer relations, will be returned to 

Pennsylvania. 

57. PNGC will continue to comply with the Commission’s diversity policy, 52 Pa. Code $6 

69.801-69.809. 

H. Gas Purchasing 

58. PNGC will retain or designate an officer (the “Responsible Officer”) with experience and 

qualifications in gas supply matters. The Responsible Officer will be responsible for the 

review and independent evaluation of all substantive changes in contracts for gas supply 

transportation, storage or procurement obligations (“Gas Supply Services”). Any such 

contract will remain a contract between PNGC and the provider of the gas supply service. 

59. PNGC will retain adequate gas supply procurement oversight personnel on staff. PNGC 

will include these individuals among its expert witnesses in its 1307(f) proceedings. 

60. For a maximum period of up to 18 months after the Closing and pursuant to the terms 

(including, without limitation, the payment terms) of the TSA, PNGC will use Dominion 

for, and Dominion will provide, gas purchasing and supply arrangements after closing. 

16 
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In such 18 month period, PH Gas either [i) shall employ adequate staff and supervisory 

personnel to allow PNGC or its affiliates to succeed Dominion in performing the full gas 

procurement functions; or (ii) cause PNGC to execute (and obtain Commission approval 

in accordance with 761) a contract with a third party to succeed Dominion in performing 

procurement functions that will not be provided by employees of PNGC or its affiliates. 

PNGC will conduct an RFP for gas procurement that will not be performed by PNGC, 

after consultation with OTS, OCA, and the OSBA as to the specifications of the RFP. 

The RFP will be issued to prospective bidders within six months of the closing. 

61. PNGC will submit a filing containing the proposed contract with the selected vendor [the 

“Selected Gas Procurement Vendor”) for gas procurement functions to the Commission 

and the parties for consideration, review and approval by the Commission as a separately 

docketed proceeding. OTS, OCA and OSBA shall, commencing on the date of the filing, 

have full discovery rights with regard to the contract and PH Gas/PNGC will provide the 

parties with informal discovery as requested. The parties shall be given the opportunity 

to provide written comments on the contracts. The Commission shall approve or reject 

the contract within 90 days of filing. PNGC will arrange a back up supplier for the 

provision of gas procurement functions that cannot be provided by PNGC in the event 

that the contract with the selected vendor is not approved in sufficient time to become 

operational at the end of the 18 month TSA period. 

62. PNGC must comply with the Commission approved 1307(f) plan current at the time of 

closing, 

17 
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63. If PNGC outsources gas procurement functions, any contracts with its gas supply and 

procurement contractors for ’such service will include protective provisions. Three such 

provisions which must be included in these contracts, are as follows: (i) PNGC has the 

right to audit all the books and records associated with any buying, selling or other 

activities that may affect PNGC; (ii) Parties to any PNGC 1307(f) proceeding have full 

discovery rights as to any gas supply and procurement vendor, including, subject to 

confidentiality protections, the right to discovery about the vendor’s transactions with its 

affiliates, and such vendor must comply with the procedural schedule established in each 

1307(f) proceeding (regarding discovery); and, ( 5 )  the Gas Supply and Procurement 

Vendor must present a witness to testify in PNGC 1307(f) proceedings. 

64. Should PNGC contract with an external Procurement Services Provider (‘TSP”), PNGC 

will include provisions in the contract with the PSP to provide all information to the 

Commission and Parties that would be required to be provided by PNGC if it were 

purchasing gas supplies subject to the Commission’s discovery and confidentiality rules. 

I. Retail Supplv Competition 

65. PNGC will convene a collaborative conference with interested parties, including the 

OCA, OTS, OSBA and interested natural gas suppliers, within 12 months of closing in 

order to develop a strategy to promote retail natural gas supply competition. 

J. Lost and Unaccounted For Gas 

66. Pursuant to the settlement in Dominion Peoples 2008 1307Cf) proceeding, Dominion 

Peoples committed to the following: 

18 
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Dominion Peoples will immediately initiate steps to begin monitoring 

Unaccounted for gas (,,UFG’,) levels on its gathering system. Dominion 

Peoples will begin to quantiJj, UFG levels as soon as possible once an 

initial detailed operational review of its gathering system is conducted. 

This review is needed in order to separately identifj, and segment, among 

other things: 

a. all gas measurement points (and associated volumes) 

where gas is delivered from the gathering system into the transmission 

system; 

b. all end-use customers (and associated volumes) that are 

located on the gathering system; and 

c, all gas used in the operation of compression and 

dehydration units located on the gathering system. 

Dominion Peoples will provide available gathering system UFG data and 

report related findings in its 2009 13070  proceeding. 

Following the closing, PNGC will review Dominion Peoples’ initial detailed operational 

review of the gathering system and the Commission’s findings in Dominion Peoples’ 

2009 1307(f) proceeding and PNGC’s 2010 1307(f) proceeding. It will conduct a review 

of Dominion Peoples’ prior efforts to reduce UFG and examine alternative additional 

measures to reduce UFG - including costs to implement such measures and potential cost 

savings that might be derived from implementing additional measures to reduce UFG. 
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67. 

68. 

PNGC will present a report to OSBA, OTS and OCA with regard to the results of such 

investigation no later than the filing of PNGC’s 201 1 1307(f) proceeding. Nothing in this 

Settlement is intended to affect any obligations of PNGC to control UFG that may be 

ordered by the Commission in the proceeding at Pennsylvania Public Utility Commission 

v. The Peoples Natural Gas Company d/b/a Dominion Peoples, Docket No. R-2009- 

2088069. 

The Parties stipulate that for ratemaking, deferred taxes will be per PNGC’s books as 

calculated under federal normalization rules (and reflecting the appropriate deferred tax 

elements for ratemaking purposes such as taxes associated with CIAC) and no party will 

propose or support an adjustment to this treatment related to this acquisition. 

This Settlement is conditioned upon the Commission granting all necessary approvals for 

the acquisition and all proposed changes in corporate structure including the conversion 

of PNGC to an LLC by merger into a new corporation under Pennsylvania law. The 

Parties agree that they will not oppose Security Certificate filings and related afiliate 

interest filings by PNCC necessary to refinance Dominion Peoples notes to Dominion as 

described in the Application. 

111. REASONS THAT SETTLEMENT IS IN THE PUBLIC INTEREST 

69. Commission policy promotes settlements. See 52 Pa. Code 5.23 1. Settlements lessen 

the time and expense the parties must expend litigating a case and, at the same time, 

conserve precious administrative resources. The Commission has indicated that 
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settlement results are often preferable to those achieved at the conclusion of a fully 

litigated proceeding. See id. 6 69.401. In order to accept a settlement, the Commission 

must first determine that the proposed terms and conditions are in the public interest. Pa. 

Pub. Util. Comm’n v. Yurk Water Co., Docket No. R-00049165 (Order entered Oct. 4, 

2004); Pa. Pub. Util. Comm’n v. C.S. Water and Sewer Assucs., 74 Pa. P.U.C. 767 

(1 991). As will be detailed in the Signatory Parties’ Statements in Support of Settlement, 

the instant Settlement is in the public interest because, with the conditions imposed 

herein, the proposed transaction will provide substantial affirmative public benefits. 

70. Approval of the Settlement will lessen the time and expenses that the Signatory Parties, 

and the Commission, must expend on the proceedings. 

71. The Settlement resolves all issues in the instant proceeding between the Signatory 

Parties. 

72. There were no customer protests against the Joint Application. 

73. The Signatory Parties will further supplement the reasons that the Settlement is in the 

public interest in their Statements in Support of Settlement, which will be filed no later 

than September 1 1,2009. 

IV. PROCEDURAL CONDITIONS OF SETTLEMENT 

74. The Settlement is conditioned upon the Commission’s approval of the terms and 

conditions contained in this Joint Petition without modification. If the Commission 
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modifies the Settlement, any Signatory Party to this Joint Petition may elect to withdraw 

from the Settlement and may proceed with litigation and, in such event, the Settlement 

shall be void and of no effect. Such election to withdraw must be made in writing, filed 

with the Secretary of the Commission and served upon all Parties within five business 

days after the entry of an Order modifgng the Settlement. 

75. This Settlement is proposed by the Signatory Parties to this Joint Petition to settle and 

forever resolve all issues in the instant proceeding. If the Commission does not approve 

the Settlement and the Proceedings continue, the Signatory Parties reserve their 

respective procedural rights. The Settlement is made without any admission against, or 

prejudice to, any position which any Signatory Party may adopt in the event of any 

subsequent litigation of these proceedings, or in any other proceeding. 

76. The Signatory Parties to this Joint Petition acknowledge that the Settlement reflects a 

compromise of competing positions and does not necessarily reflect any party’s position 

with respect to any issues raised in this proceeding. The Signatory Parties agree that the 

Settlement shall not constitute or be cited as precedent in any other proceeding, except to 

the extent required to implement the Settlement. 

77. The Signatory Parties to this Joint Petition agree to support this Settlement in any 

Statements in Support, briefs and other filings, including exceptions and replies to 

exceptions, that they may elect to file in this proceeding. 

78. The Settlement may only be amended by a written document duly agreed to and executed 

by the Signatory Parties to this Joint Petition, 
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v. CONCLUSlON 

WHEREFORE, Peoples Hope Gas Companies LLC (an indirect subsidiary of SteelRiver 

Infrastructure Fund North America LP), The Peoples Natural Gas Company d/b/a Dominion 

Peoples, Dominion Resources, Inc., the Office of Consumer Advocate, and the Office of Small 

Business Advocate, by their respective counsel, respectfully request as follows: 

(a) That the Honorable Administrative Law Judge Robert P. Meehan recommend 

approval of, and the Commission approve, this Joint Petition for Approval of Settlement 

including all terms and conditions thereof without modification; and, 

(b) That the Commission issue certificates of public convenience evidencing approval 

under Section 1102(a)(3) of the Pennsylvania Public Utility Code, 66 Pa. C.S. 6 11 02(a)(3), of 

the acquisition by transfer of all of the issued and outstanding shares of capital stock of The 

Peoples Natural Gas Company, d/b/a Dominion Peoples, currently owned by Dominion 

Resources, Inc., to Peoples Hope Gas Companies LLC, an indirect subsidiary of SteelRiver 

Infrastructure Fund North America LP, and approval of the resulting change in control of The 

Peoples Natural Gas Company, d/b/a Dominion Peoples. 
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Post & Schell, P.C. 
17 North Second Street 
12th and 14th Floors 
Harrisburg, PA 17101-1601 
Telephone: 71 7-73 1-1970 
Facsimile: 7 17-73 1 - 1985 
E-mail: mgang@postschell.com; dzambito@postschell.com 
Counsel for 
Peoples Hope Gas Companies LLC, an indirect subsidiav 
of SteelRiver Infrstructure Fund North America LP 

William T. Hawke, Esquire, Attorney I.D. No. 19595 
Janet L. Miller, Esquire, Attorney I.D. No. 63491 
Tori L. Giesler, Esquire, Attorney I.D. No. 207742 
Hawke McKeon & Sniscak LLP 
100 N. Tenth Street 
P. 0. Box 1778 

Telephone: 71 7-236-1 300 
Facsimile: 7 1 7-236-484 1 
E-mail: wthawke@hmslegal.com; jlmiller@hmsIegal.com; 
tlgiesler@hmslegal.com 
Counsel for 
The Peoples Natural Gas Company, d/b/a Dominion 
Peoples, and Dominion Resources, Inc. 

Harrisburg, PA 1 7 105-1 778 

P-- 
Sham A. Sparl?.s, Esdire 
Jennedy S. Johnson, Esquire 
Office of Consumer Advocate 
555 Walnut Street 
Forum Place, 5‘h Floor 
Harrisburg, PA 17101-1923 
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Counsel €or Office of Consumer Advocate 
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Harrisburg, PA 17101-1303 
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Commonwealth of Pennsylvania 

Docket No. A-2008-2063737 
The Peoples Natural Gas Company, Dominion Resources, Inc. 

and Peopfes Hope Gas Companies LLC 
Joint Application 

Page 32 of 34 

Office of Trial Staff Interrogatories (‘‘OTS”) 
Set No. 1 

Interrogatories and Document Requests Served October 6, 2008 

OTS - 8 Identify any additional planned financial safeguards to be adopted post-merger to protect 
the independent financial integrity of Peoples Natural Gas Company. 

RESPONSE: By: Cliff Losh - BBIFNA 

As described in the Joint Application, including the corporate diagram provided in Appendix E thereto, 
post-merger, the structure of the Transaction provides several safeguards to protect the financial integrity 
of Peoples in addition to those safeguards that exist currently. These additional safeguards inctude: 

Maintaining Peoples as a separate, single purpose corporate entity; 

0 Establishing a “sister” entity (PH Services) that will provide essential services to Peoples (and 
Hope) on an arms-length basis consistent with a Commission-approved affiliated interest 
agreement; 

0 Establishing at least one single purpose holding company (Holdings) above PH Gas (the direct 
parent of Peoples, Hope and PH Services) thereby separating Peoples from any other of 
BBIFNA’s businesses and separating other BBIFNA businesses from that of Peoples; 

. Committing to a capital structure for Peoples that timits debt (other than working capital 
borrowings) at Peoples to no more than 45-55% of total capitalization without notification to the 
Cornmission, OCA and OSBA; 

0 Committing that the outstanding debt of Peoples would be held by investors unaffiliated with 
Peoples unless notification is given to the Commission, OCA and OSBA; 

.. A corporate structure whereby PH Gas will provide a guarantee of the Senior Term Loan Facility 
of each of Peoples and Hope, under which equity distributions by PH Gas to Holdings will be 
restricted and will be available to service the Senior Term Loan Facility of either of Peoples or 
Hope to the extent that there is a shortfall in cash flow available to pay the debt service of such 
utility; 

In addition, the Senior Credit Facilities referred to on Page 20 of the Joint Application contain a series of 
affirmative and negative covenants intended to safeguard the financial integrity of Peoples (and Hope). 
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Performance Indicator 
1. Call Center: % calls answered w/in 30 

seconds 

Proposed Annual Performance Standard 
70% in Year 1; 75% in Year 2; 80% in Year 3 

2. 
3. 

4. 

5.  

6.  Gas Safety Response Time 

7. 

Call Center: Average busy-out Rate 
Call Center: Average Call Abandonment 
Rate 
# of Customer disputes not issued a 
report within 30 days 
% of Meters not read as required by 
56,12(4) (ii-6 rnos.) and (iii-12 mos.) 

Percent of bills not rendered once every 
billing period I 

I 

Below 0.5% 
7% in Year 1; 6% in Year 2; 5% in Year 3 

No more than 3% of the Total Number of 
disputes filed 
Not read in 6 months: .25% 
Not Read in 12 months: .03% 
No degradation from the Companies three-year 
average response times of 97% in 60 minutes. 

I ,01% 
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BEFORE THE 
PENNSYLVANIA PUBLIC UTILITY COMMISSION 

Joint Application for All of the Authority 
and the Necessary Certificates of Public 
Convenience to Transfer All of the Issued 
and Outstanding Shares of Capital Stock of 
T. W. Phillips Gas and Oil Co., currently 
owned by TWP NC.,  to LDC Holdings I1 
LLC, an indirect subsidiary of SteelRiver 
Infrastructure Fund North America LP, and 
to Approve the Resulting Change in 
Control of T. W. Phillips Gas and Oil Co. 

Docket No. A-2010-2210326 

JOINT PETITION FOR APPROVAL OF SETTLEMENT OF ALL ISSUES 

TO ‘THE HONORABLE DAVID A. SALAPA AND CONRAD A. JOHNSON 

I. INTRODUCTION 

T. W. Phillips Gas and Oil Co. (“T. W. Phillips”), TWP INC. (“TWP”), LDC Holdings I1 

LLC (“Holdings TI”),’ the Office of Trial Staff (“OTS”) of the Pennsylvania Public Utility 

Commission (“Commission’), the Office of Consumer Advocate (“OCA”), the Office of Small 

Business Advocate (“OSBA”), and the Pennsylvania Independent Oil and Gas Association 

(“P IOGA’’); d l  parties to the above-captioned proceeding (hereinafter, singularly “Signatory 

Party” and collectively “Signatory Parties”), hereby join in this “Joint Petition for Approval of 

Seltleinent of All Issues” (“Settlement”) and respectfully request that Administrative Law Judges 

David A. Salapa and Conrad A. Johnson (the “ALJs”) and the Commission approve the above- 

captioned Joint Application (“Joint Application”) consistent with the terms and conditions set 

- 
Hereinafter, T. W. Phillips, TWP, and Holdings I1 will collectively be referred to as the 

111 addition, T. W. Phillips Large Users Group (“TWPLUG”), the only other active party in this 

I 

“Applicants.” 

proceeding, has indicated that it neither supports nor opposes the Settlement. 

2 
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forth in this Settlement. This Settlement represents a full settlement of all issues between all 

parties in the instant proceeding. In support of the Settlement, the Signatory Parties state the 

following: 

11. BACKGROUND 

1. T. W. Phillips is a “public utility” and a “natural gas distribution company” as 

those terms are defined in Sections 102 and 2202 of the Public Utility Code, 66 Pa. C.S. 5 5  102, 

2202. T. W. Phillips provides natural gas services to approximately 63,000 customers 

throughout its service territory, which includes all or portions of the following Pennsylvania 

counties: Allegheny, Amstrong, Beaver, Butler, Cambria, Clarion, Clearfield, Indiana, 

Jefferson, and Westmoreland. 

2. Holdings I1 is a Delaware limited liability company formed to effectuate the 

transaction proposed by the Joint Application (“Proposed Transaction”) and acquire the common 

stock of T. W. Phillips under the Stock Purchase Agreement, executed on November 1, 2010, 

between TWP and Holdings I1 (“SPA”) (a copy of which was attached to the Joint Application). 

Holdings I1 is a wholly owned subsidiary of LDC Funding LLC (“Funding”). Funding is a 

Delaware limited liability company and a wholly-owned direct subsidiary of SteelRiver 

Infrastructure Fund North America LP (“SRIFNA”). SRIFNA is an independent investment 

fund specializing in infrastructure assets. SRIFNA’s investment focus is to invest for the long- 

term in infrastructure businesses that provide essential services. 

3 .  SRIFNA currently owns and manages infi-astructure investments throughout 

North America, with committed capital in excess of $1.9 billion. 

4. On November 10, 2010, the Applicants filed with the Commission the Joint 

Application requesting all necessary approvals authorizing the transfer by sale of 100% of the 

2 
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issued and outstanding common stock of T. W. Phillips, currently owned by TWP, to Holdings 

11. 

5 .  On November 16, 2010, a Secretarial Letter was issued directing the Applicants 

to publish notice of the proposed transaction once in a newspaper having a general circulation in 

the area involved and file proof of publication with the Commission. The Applicants filed Proof 

of Publication with the Commission on December 13, 201 0. 

6 .  On December 7, 2010, a Petition to Intervene was filed by the Utility Workers 

Union of America, Local 242 (“Local 242”). On January 18,201 1, Local 242 filed a Petition for 

Leave to Withdraw its Petition to Intervene, which was granted on February I, 201 1. 

On December 13,2010, Protests were filed by OCA and TWPLUG. 

On December 13, 2010, a Petition to Intervene was filed by PIOGA. 

7. 

8. On 

December 23,201 0, a Notice of Appearance was filed on behalf of PIOGA. 

9. On December 13, 2010, OSBA filed a Notice of Appearance, Notice of 

Intervention and Protest, and a Public Statement. 

10. 

11. 

On December 14,2010, a Notice of Appearance was filed on behalf of OTS. 

On January 11, 201 1, the Applicants served the following prepared direct 

testimonies and accompanying exhibits: Direct Testimony of Christopher P. Kinney, Joint 

Applicants’ Statement No. 1 (Highly Confidential and Public Versions); Direct Testimony of 

Morgan K O’Brien, Joint Applicants’ Statement No. 2; and Direct Testimony of Robert M. 

Hovanec, Joint Applicants’ Statement No. 3. 

12. On January 13, 2011, the Commission issued a notice scheduling a prehearing 

conference in the above-captioned matter on January 3 1 , 201 1. 

3 
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13. The Signatory Parties undertook extensive formal and informal discovery, prior 

and subsequent to the initial prehearing conference. 

14. An initial prehearing conference was held before the ALJs on January 31, 201 1. 

The Signatory Parties filed prehearing memoranda identifjmg potential issues and witnesses. A 

litigation schedule was established. 

15. Pursuant to the request of the Signatory Parties, the due date for Non-Applicant 

Direct Testimony was extended until April 1,201 1 by order of ALJ Salapa dated April 1,201 1. 

16. OSBA served the following direct testimony and accompanying exhibits on 

March 3 1, 201 1 : Direct Testimony of Brian Kalcic, OSBA Statement No. 1, On April 1, 201 1, 

OTS aid OCA served the following direct testimony and accompanying exhibits: Direct 

Testimony of Amanda Gordon, OTS Statement No. 1; Direct Testimony of Joseph Kubas, OTS 

Statement No. 2; Direct Testimony of Ralph C. Smith, OCA Statement No. 1 (Highly 

Confidential and Public Versions); and Direct Testimony of Barbara R. Alexander, OCA 

Statement No. 2. TWPLUG and PIOGA did not serve any direct testimony or exhibits. 

17. Settlement discussions were held which produced a settlement in principle of all 

issues on April 4, 201 1. On April 8, 201 1, the Signatory Parties advised the ALJs of the 

settlement in principle and, at the request of the Signatory Parties, the ALJs suspended the 

procedural schedule. 

i8. In conjunction with this Settlement, the Signatory Parties have entered into a 

Stipulation for Admission of Evidence for the admission by stipulation of prepared testimony 

and exhibits into the record. The Signatory Parties reserve the right to object to testimony and 

exhibits, present further testimony and exhibits, and to cross-examine witnesses at evidentiary 

hearings if further litigation of this proceeding is required. 

4 
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19. The Settlement is set forth in the following Section 111. 

111. SETTLEMENT 

20. The following terms of this Settlement reflect a carefully balanced compromise of 

the interests of all of the Signatory Parties in this proceeding. The Signatory Parties 

unanimously agree that the Settlement, which resolves all issues, is in the public interest. The 

Signatory Parties respectfully request that the Joint Application, as modified by the Settlement, 

be approved in its entirety subject to the terms and conditions of this Settlement specified below. 

A. APPROVAL OF TRANSFER AND ISSUANCE OF CERTIFICATES OF 
PUBLIC CONVENIENCE 

21. The Commission shall issue certificates of public convenience authorizing the 

transfer by sale of all of the issued and outstanding stock of T. W. Phillips to Holdings I1 and 

authorizing the conversion of T. W. Phillips to an LLC by merger into a new corporation under 

Pemsylvania law, and grant all other approvals as may be apprapriate, customary or necessary to 

carry out the Proposed Transaction set forth in the Joint Application. 

B. FINANCIAL CONDITIONS 

22. The existence of an acquisition premium for ratemaking purposes will be 

determined under the Uniform System of Accounts (Account 1 14). 

23. Any acquisition premium recorded on T. W. Phillips’ books will be permanently 

excluded from rate base in establishing future rates subject to the Commission’s jurisdiction. 

24. T. W. Phillips will not claim, in any future rate proceedings, Transaction and 

Transition costs to complete the transaction and any related tax effect for such items shall also be 

5 
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excludec in setting rates. 

unrecoverable are set forth in “Appendix A.” 

The transaction and transition cost categories designated as 

25. T. W. Phillips’ debt costs will be established in future rate proceedings. It will be 

T. W. Phillips’ burden to demonstrate that its debt costs are reasonable. All Signatory Parties 

reserve their right to review and challenge any debt cost claim. 

26. T. W. Phillips will not defer any Transaction or Transition costs identified 

pursuant to Paragraph 24 above and such costs shall be borne exclusively by T. W. Phillips’ 

shareholders. 

27. T. W. Phillips will provide a rate credit in a future rate case under the following 

terms and conditions: 

(a) If the effective date of the first general base rate case increase following the 

closing is within five years of the Closing Date, T. W. Phillips will provide base 

rate credits to customers in the total amount of $10 million. 

If the effective date of the first general base rate case following the closing is 

more than five years and less then 10 years after the Closing Date, T. W. Phillips 

will provide base rate credits to customers in the total amount of $5 million. 

Any base rate credit provided for in subparagraphs 27(a) or 27(b) shall be used to 

reduce the rates determined in the general rate proceeding and will be allocated to 

the classes in proportion to the revenues approved in the rate proceeding. Rase 

rate credits shall not be applied to reduce the bills of customers that receive 

contract rates. 

(b) 

(c) 

6 
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(d) Any base rate credit will be designed to provide the amounts allocated to each 

class over not less than a three-year period but not more than a five-year period 

and will terminate upon exhaustion of the amounts allocated to each class. 

28. T. W. Phillips will not increase its existing base distribution rates prior to January 

1, 2014, unless there are substantial changes in regulation or federal tax rates or policy. This 

paragraph shall not prohibit changes in rates pursuant to the State Tax Adjustment Surcharge 

(“STAS”), Merchant Function Charge or the Universal Service Program charge. If authorized by 

statute, T. W. Phillips may request a distribution system improvement charge (“DSIC”) to 

become effective after January 1, 2013. All Signatory Parties reserve their rights to address all 

issues related to this request. 

29. Costs for any non-regulated capital projects or costs that are not for purposes of 

providing service to T. W. Phillips’ distribution customers will be excluded from base rates and 

related financing costs will be excluded to establish the cost of capital for ratemaking purposes 

as will revenues from such services provided to entities other than distribution customers. 

Revenues derived from the use of regulated assets shall be reflected in rates unless otherwise 

excluded by the Commission. 

30. T. W. Phillips will not request a capitd structure for ratemaking purposes which 

is outside the range of capital structures employed by comparable gas distribution companies. 

All Signatory Parties reserve their right to review and challenge any proposed capital structure. 

31. T. W. Phillips and Holdings I1 will adhere to the ring fencing measures provided 

in “Appendix B.” 

7 
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C. BOOKS AND RECORDS 

32. T. W. Phillips shall maintain reasonable accounting controls and pricing protocols 

to govern transactions with affiliates, and provide the Commission, OTS, OCA and OSBA 

reasonable access to the books, records and personnel of T. W. Phillips’ affiliates where 

necessary for the Commission to review adequately T. W. Phillips’ purchases of goods or 

services from those affiliates. 

33. Upon written request, Holdings I1 and its subsidiaries will provide the 

Commission, OTS, OCA and OSBA reasonable access to the books and records, officers and 

staff of Holdirigs I1 and its subsidiaries. However, nothing set forth herein shall constitute or be 

interpreted as a waiver by Holdings 11 or its subsidiaries of its right to raise traditional discovery 

objections to any such requests, including, but not limited to, objections on the basis of relevance 

and privilege. In addition, before responding to any such requests, Holdings I1 and its 

subsidiaries shall be permitted to require the imposition of protections they deem necessary to 

prohibit disclosure of proprietary or confidential information. 

34. Holdings 11, and its parents (including SRIFNA), will provide, upon request, to 

the Commission, OTS, OCA and OSBA, in connection with rate proceedings and other 

proceedings before the Commission presentations given by Holdings 11, Funding, SRIFNA or 

T. W. Phillips to common stock, bond, or bond rating analysts, that pertain to T. W. Phillips. 

35. T. W. Phillips will seek Comniission approval of all new or amended agreements 

with affiliates consistent with Chapter 21 of the Public Utility Code. 

36. Holdings I1 and its subsidiaries shall provide OTS, OCA and OSBA with a copy 

of any reports filed with the U.S. Securities and Exchange Commission upon request. 

8 
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37. For the five calendar years following closing, T. W. Phillips will provide an 

annual report to the Commission as to the status of all material commitments made in this 

Settlement. 

D. CORPORATE COST ALLOCATIONS 

38. T. W. Phillips’ corporate cost allocations will include a rent charge for the 

percentage of space occupied by employees who provide services to an affiliate, and a supplies 

charge for supplies the employee may use in providing services to affiliates. 

39. T. W. Phillips’ corporate cost allocations will provide that all charges by affiliates 

to T. W. Phillips will be at cost, provided that nothing herein shall affect T. W. Phillips’ burden 

of proof under 66 Pa. C.S. $21  06. 

E. MANAGEMENT 

40. SRIFNA will not permit a change in ownership or control in T. W. Phillips, 

including as a consequence of termination of SRIFNA, without prior Commission approval if 

such change would result in a change in control under the then-applicable Commission 

standards. 

41, The individual employed as Chief Executive Officer and President of T. W. 

Phillips will not be the same individual employed as Chief Executive Officer and President of 

Peoples Natural Gas Company LLC (“Peoples”). The Senior Officer of T. W. Phillips will be 

Robert Hovanec as President and Chief Operating Officer subject to customary oversight by the 

Board of Holdings 11. All Signatory Parties reserve the right to address this issue if T. W. 

Phillips and Peoples seek Commission approval for future consolidation or merger. 

42. SRIFNA will continue to maintain T. W Phillips’ corporate headquarters in T. W. 

Phillips’ service area and in cir near Butler, Pennsylvania. T. W. Phillips agrees not to move 

9 
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T. W. Phillips’ headquarters outside T. W. Phillips’ service territory for at least a ten-year period 

and will only do so after that time by application to and approval by the Commission. 

43. T. W. Phillips commits to maintain field offices in its service territory and staffing 

levels that are sufficient to provide safe, adequate and reliable service as required by Section 

1501 of the Public Utility Code, 66 Pa. C.S. 0 1501. As part of its annual reports pursuant to 

Paragraph 37, T. W. Phillips will report to the Commission, OTS, OSBA, and OCA regarding 

field offices and staffing levels in its service territory. 

F. RELIABILITY AND CUSTOMER SERVICE 

44. T. W. Phillips commits to make customer service metrics a priority. To that end, 

T. W. Phillips commits to the specific quality of service metrics attached hereto as “Appendix 

C.” T. W. Phillips commits to dedicate resources sufficient to achieve each metric identified in 

“Appendix C”. If T. W. Phillips has not achieved an identified metric in “Appendix C,” T. W. 

Phillips’ annual settlement report required by Paragraph 37 will also include the reasons for the 

failure and T. W. Phillips’ detailed plan to reach the service quality metric. 

45. T. W. Phillips will commit to assess and identify areas of necessary improvement, 

and make improvements intended to enable T. W. Phillips to achieve and maintain metrics in 

“Appendix C.” Within 180 days of closing, T. W. Phillips will submit that analysis to the 

Commission, OCA, OTS and OSBA for their review and comment. This review will 

additionally outline cost-effective systems for improvement of customer service and expected 

service improvements. 

46. Nothing in this Settlement is intended to restrict T. W. Phillips’ right to request 

recovery of new systems to improve service, including as a consequence of an existing system’s 

10 
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age, obsolescence or other requirements, as appropriate, in hture rates. Any such request will be 

subject to review for reasonableness and prudence in accordance with ratemaking principles. 

47. No Signatory Party waives any right to request that the Commission order 

penalties in any proceeding convened to investigate T. W. Phillips’ noncompliance with the 

service metrics in “Appendix C.” 

48, Nothing contained herein is intended to limit the authority of the Commission, the 

Bureau of Consumer Services, the Bureau of Safety and Compliance or other Bureaus of the 

Commission from performing their duties and making recommendations, including 

recommendations regarding fines, for failure of T. W. Phillips to perform in any of the areas 

contained in “Appendix C.” 

G. PLANT INVESTMENT COMMITMENT 

49. T. W. Phillips commits to make the minimum cumulative capital investments in 

plant of $36 million for calendar years 2012 through 2014. This represents an approximately 

38% increase above the average historic level of investment of $8.7 million per year for the three 

years ending December 3 1, 201 0, excluding investments for the Rubright Interconnectioi~~ 

T. W. Phillips agrees that the capital investment will be designed to improve safety and 

reliability of service such as the removal of bare steel and aging infiastructure, reduce lost and 

unaccounted far gas, and improve customer service. T. W. Phillips further commits that it will 

increase its investment in replacement of bare steel and aging infrastructure above the average 

historic level of approximately $4.6 million per year for the three years ending December 31, 

The Rubright Interconnection was a project undertaken to construct facilities including a 
compressor, that enables T. W. Phillips to inject local Pennsylvania production into interstate 
stcrage capacity held by T. W. Phillips on Dominion Transmission Company, for use by T. W. 
Phillips to serve its customers in winter months. 

3 
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2010 by dedicating at least 50% of the incremental cumulative capital investments in excess of 

$8.7 million to replacement of bare steel and aging infrastructure. The capital needed to make 

such investments will be provided by internally generated funds, additional debt issuances by 

T. W. Phillips and contributions of capital by Holdings 11, maintaining approximately a 

50?’0/50% debvequity ratio at T. W. Phillips. If authorized by statute, T. W. Phillips may request 

a DSIC to become effective after January I ,  2013. All Signatory Parties reserve their rights to 

address all issues related to this request. 

H. UNIVERSAL SERVICE 

S O .  T. W. Phillips will evaluate the need for improvements and potential expansion of 

its Universal Service programs. T. W. Phillips will continue to fund its Universal Service 

programs consistent with its needs analysis prepared using the same procedures that were used to 

develop the needs analysis that was presented in conjunction with its 201 0 base rate case and will 

adhere to the commitments made in the Settlement of its 2010 base rate case at Docket No. R- 

201 0-21 67797. 

51. Except as provided in this section, T. W. Phillips will be permitted to recover 

Universal Service costs under T. W. Phillips’ existing recovery mechanism, Rider USP- 

Universal Service Program. T. W. Phillips may propose changes to the recovery mechanism, 

which any Signatory Party to the Settlement may oppose, for review by the Commission. 

Nothing in this Settlement shall be construed to alter the settlement reached in Pennsylvania 

Public Utility Commission v. T. W. Phillips Gas and Oil Co., Docket No. R-2010-2167797, 

related to Rider USP. 

52. Commencing January 1, 2012, T. W. Phillips’ shareholders will support an 

increase in the current funding for T. W. Phillips’ Low Income Usage Reduction Program 

12 
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(“LIURP”) of $10,000 per year until the effective date of rates in T. W. Phillips’ next base rate 

case. Any funds not used in one year will roll over to the next year. This $10,000 per year is not 

recoverable through Rider USP. 

53. T. W. Phillips will contribute to the Dollar Energy Fund a minimum of $35,000 of 

shareholder funds annually for three years commencing January 1, 2012. If customer 

contributions exceed $35,000, T. W. Phillips will match the customer contributions. T. W. 

Phillips will also provide at least $15,000 annually in administrative funds for a three-year period 

commencing January 1, 2012. T. W. Phillips will review possible ways to increase outreach to 

customers to attempt to increase customer contributions and will provide a report to the 

Commission and OCA. T. W. Phillips will also continue its charitable contribution to BERI 

(Butler County Emergency Relief Initiative - United Way of Butler County) of a minimum of 

$5,000 per year for the three years commencing January 1,201 2, in support of efforts to provide 

assistance to T. W. Phillips’ customers. The contributions referred to in this paragraph will be 

funded by T. W. Phillips’ shareholders and are not recoverable through Rider USP. 

I. COMMUNITY COMMITMENT 

54. For a period of not less than five years, T. W. Phillips will provide annual 

corporate contributions and community support in southwestern Pennsylvania in a total amount 

of at least $15,000. 

55. T. W. Phillips will maintain a diversity program in compliance with the 

Commission’s diversity policy, 52 Pa. Code $9 69.801 -69.809. 

13 
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J. GAS PURCHASING AND INTERCONNECTIONS 

56. T. W. Phillips will retain adequate gas supply procurement personnel on staff 

unless the Commission approves provision of such services through a service corporation. T. W. 

Phillips will include these individuals among its expert witnesses in its 1307(f) proceedings. 

57. 

the time of closing. 

58. 

T. W. Phillips will comply with the Commission-approved 1307(f) plan current at 

T. W. Phillips will not establish new interconnections with Peoples without prior 

Commission approval pursuant to Chapter 21 of the Public Utility Code. Each proposed 

interconnection may be approved by the Commission only if T. W. Phillips demonstrates: (1) 

that each interconnection will not reduce the availability of local gas to T. W. Phillips’ customers 

that is required to meet a least cost procurement policy; (2) will produce no harm to T. W. 

Phillips’ customers including the consideration of costs to establish any interconnections; and (3) 

will produce net benefits for Peoples’ customers. 

59. T. W. Phillips and Peoples will evaluate the merits of any interconnection 

between the companies independently, All Signatory Parties reserve their right to address all 

issues related to a request for approval of an interconnection. 

K. RETAIL SUPPLY COMPETITION 

60. T. W. Phillips will convene a collaborative conference with interested parties, 

including OC4, OTS, OSBA and interested natural gas suppliers and customers, within 12 

months of closing in order to develop a strategy to promote retail natural gas supply competition. 

T. W. Phillips will review policies of Peoples with regard to “Customer Choice” 

and meet with Peoples to develop procedures to assist in the creation of a small customer 

transportation “Choice” program on T. W. Phillips’ system, T. W. Phillips will develop rules 

61. 
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and practices that are, to the extent permissible by operation of its system, consistent with those 

of Peoples to encourage participation in the “Choice’’ programs by marketers on both systems. 

L. 

62. 

LOST AND UNACCOUNTED FOR GAS 

Following the closing, Holdings I1 and T. W. Phillips will evaluate and examine 

T. W. Phillips’ system and the Commission’s findings in T. W. Phillips’ 2010 1307(f) 

proceeding and T. W. Phillips’ 2011 1307(f) proceeding to identify options to reduce Lost and 

Unaccounted For Gas (“UFG”). T. W. Phillips and Peoples will collaborate to identify and use 

best practices to reduce UFG on their systems. Nothing in Paragraphs 62 or 63 is intended to 

change T. W. Phillips’ burden of proof regarding LUFG in future 1307(f) proceedings or to 

prohibit other parties from challenging recovery of LUFG-related costs in hture 1307(f) 

proceedings. 

63. T. W. Phillips will present a report to OSBA, OTS, OCA, PIOGA and TWPLUG 

with regard to the results of such investigation no later than the filing of testimony in T. W. 

Phillips’ 2012 1307(f) proceeding. 

M. MISCELLANEOUS 

64. The Signatory Parties stipulate that for ratemaking purposes, deferred taxes will 

be per T. W. Phillips’ books as calculated under federal normalization rules (and reflecting the 

appropriate deferred tax elements for ratemaking purposes such as taxes associated with 

Contributions in Aid of Coiistruction (“CIAC”)) and no Signatory Party wil! propose or support 

an adjustment to this treatment related to this acquisition. 

65. Peoples and T. W. Phillips and their respective direct and indirect parents will 

examine whether creation of a service corporation to provide services to both companies is in the 

best interests of their respective customers. The companies will report to OTS, OCA and OSBA 

15 
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with regard to their conclusions within 24 months after the closing. T. W. Phillips and Peoples 

will obtain affiliated interest agreement approval €rom the Commission prior to implementation 

of a service corporation. All Signatory Parties reserve their rights to address all issues related to 

such filing. 

66. This Settlement is conditioned upon the Commission’s granting of all necessary 

approvals for the acquisition and all proposed changes in corporate structure including the 

conversion of T. W. Phillips to an LLC by merger into a new corporation under Pennsylvania 

law. 

67. T. W. Phillips agrees to join with OTS, OCA, and OSBA, in a request to be made 

by separate tiling, that the Commission (a) initiate within six months of such request a generic 

investigation or rulemaking to address whether Natural Gas Distribution Company (“NGDC”) to 

NGDC competition should be permitted to continue and, if permitted to continue, under what 

circumstances it will be considered appropriate, and @) proceed expeditiously to conclude such 

investigation or rulemaking. Other Signatory Parties and any other party not a signatory to the 

Settlement reserve the right to challenge the necessity for any such investigation or rulemaking. 

The Signatory Parties acknowledge and agree that the terms and conditions of this Settlement are 

in no way conditioned upon the Commission commencing the requested generic investigation or 

rulemaking, and that the Signatory Parties will continue to support fully the remaining terms and 

conditions of this Settlement notwithstanding whether the Commission commences the requested 

generic investigation or rulernaking. 

68. T. W. Phillips and Peoples wi!l not blend or consolidate their Purchased Gas Cost 

(“PGC”) rates or their distribution rates unless the companies first obtain a certificate of public 

convenience to merge the two NGDCs. Nothing herein shall prohibit T. W. Phillips and Peoples 

16 
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from obtaining services from the same service corporation, provided that the Commission 

approves the necessary affiliated interest agreement(s) pursuant to Chapter 2 1 of the Public 

Utility Code; and provided further that the recovery by T. W. Phillips and Peoples of the costs 

paid to that service corporation shall meet the standards prescribed by Chapter 21. 

IV. THE SETTLEMENT IS IN THE PUBLIC INTEREST 

69. Commission policy promotes settlements. See 52 Pa. Code 8 5.23 1. Settlements 

lessen the time and expense the parties must expend litigating a case and, at the same time, 

conserve precious administrative resources. The Commission has indicated that settlement 

results are often preferable to those achieved at the conclusion of a fully litigated proceeding. 

See id. fj 69.401. In order to accept a settlement, the Commission must first determine that the 

proposed terms and conditions are in the public interest. Pa. Pub. Util. Comm 'n v. York Water 

Co., Docket No. R-00049165 (Order entered Oct. 4, 2004); Pa. Pub. Util. Comm 'n v. C.S. Water 

and Sewer ASSOCS., 74 Pa. P.U.C. 767 (1991). As will be detailed in the Signatory Parties' 

Statements in Support of Settlement, the instant Settlement is in the public interest because, with 

the conditions imposed herein, the Proposed Transaction will provide substantial affirmative 

public benefits. 

70. Approval of the Settlement will lessen the time and expenses that the Signatory 

Parties, and the Commission, must expend on the proceedings. 

71. There were no customer protests against the Joint Application. The Settlement 

resolves all issues in the instant proceeding between the Signatory Parties. 

72. The Signatory Parties will further supplement the reasons that the Settlement is in 

the public interest in their Statements in Support of Settlement, which are attached hereto as 
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Settlement, mly Signatory Party may elect to withdraw from the Settlement and may proceed 

with litigation and, in such event, the Settlement shall be void and of no effect. Such election to 

~ 

withdraw must be made in writing, filed with the Secretary of the Commission and served upon 

all Signatory Parties within five (5) business days after the entry of an Order modifying the 

Settlement. 

74. This Settlement is proposed by the Signatory Parties to settle all issues in the 

instant proceeding. If the Commission does not approve the Settlement and the proceedings 

continue, the Signatory Parties reserve their respective procedural rights to evidentiary hearings, 

submission of additional testimony and exhibits, cross-examination of witnesses, briefing, and 

argument of their respective positions. The Settlement is made without any admission against, or 

prejudice to, any position that any Signatory Party may adopt in the event of any subsequent 

litigation of these proceedings, or in any other proceeding. 

I 

75. The Signatory Parties acknowledge that the Settlement reflects a compromise of 

competing positions and does not necessarily reflect any Signatory Party’s position with respect 

to any issues raised in this proceeding. This Settlement may not be cited as precedent in any 

future proceeding, except to the extent required to implement this Settlement. 

76. If the ALJs adopt the Settlement without modification, the Signatory Parties 

waive their ri&t to file Exceptions. 

18 
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VI. CONCLUSION 

WHEREFORE, T. W. Phillips Gas and Oil Co., TWP INC., LDC Holdings I1 LLC, the 

Office of Trial Staff, the Office of Consumer Advocate, the Office of Small Business Advocate, 

and the Pennsylvania Independent Oil and Gas Association, by their respective counsel, 

respectfully request as follows: 

(a) That the Honorable Administrative Law Judges David A. Salapa and Conrad A. 

Johnson recommend approval of, and the Commission approve, this Joint Petition for Approval 

of Settlement including all terms and conditions thereof without modification; and, 

(b) That the Commission issue certificates of public convenience evidencing approval 

under Section 1102(a)(3) of the Pennsylvania Public Utility Code, 66 Pa. C.S. 6 1102(a)(3), of 

the acquisition by transfer of all of the issued and outstanding shares of common stock of T. W. 

Phillips Gas and Oil Co., currently owned by TWP INC., to LDC Holdings I1 LLC, an indirect 

subsidiary of SteelRiver Infrastructure Fund North America LP, and approval of the resulting 

change in control of T. W. Phillips Gas and Oil Co., and further that the Commission authorize 

the conversion of T. W. Phillips Gas and Oil Co. to an LLC by merger into a new corporation 

under Pennsylvania Law. 
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PUBLIC SERVICE COMMISSION 
OF WEST VIRGINIA 

CHARLESTON 

At a session of the PUBLIC SERVICE COMMISSION OF WEST VIRGINIA in the 
City of Charleston on the 22nd day of December 2009. 

CASE NO. 08-1761-G-PC 

HOPE GAS, INC., dba DOMINION HOPE, 
DOMINION RESOURCES, INC., and 
PEOPLES HOPE GAS COMPANIES, LLC, 

Joint petition for consent and 
approval of the purchase and sale of 
the common stock of Hope Gas, Inc., 
and related relief. 

C O M S S I O N  ORDER 

For the reasons set forth in this Order, the Commission disapproves the Application 
requesting prior approval to the proposed sale of Hope Gas, Inc. (“Hope”) to Peoples Hope 
Gas Companies, LLC (“PH Gas”), (“Sale Case”). PH Gas, the buyer, has insisted that as a 
condition to approval of the sale that it receive an immediate tariff rate increase solely 
attributable to this sale which is not offset by benefits. Therefore, approval would adversely 
affect the public in this State. 

I. INTRODUCTION 

The Commission has before it the remainder of what was originally two consolidated 
cases in West Virginia, the Hope Gas Rate Case filed on October 16,2008 (“Rate Case”), and 
the Sale Case by Dominion Resources filed on October 14,2008, involving the proposed sale 
of its West Virginia gas utility operations to SteeiRiver Infrastructure Fund North America, 
LP (“SRY’). The Rate Case was resolved by an Order of this Commission entered 
November 20, 2009, that awarded Hope Gas a rate increase, based on its operations as a 
going-forward entity as it currently exists, of $8,784,224 (“Rate Order”). 

The Sale Case is the subject of this Order. More specifically, on October 14,2008, 
Hope, Dominion Resources, Inc. (“Dominion”), and PH Gas (together with Dominion 
“Applicants”) petitioned for leave to transfer all of the common stock owned by Dominion in 
Hope to PH Gas. PH Gas was formed to hold the common stock of Hope and its sister 
company, Peoples Natural Gas Company (“Peoples”). PH Gas, in turn, will be owned by a 
series of holding companies controlled by SRI. SRI is an investment fund with capital 

~ ~~ 
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provided fiom a variety of pension fknds based in North America and Europe. Under the 
July 1,2008 Sales Purchase Agreement (“SPA”), SRI has agreed to pay $149 million in cash 
and will acquire $70 million in debt, for a total cost of $230 million for the Hope common 
stock. 

Subsequent to filing the Sale Case in this docket, Hope initiated the Rate Case on 
October 16,2008, seeking additional revenue of $34.4 million for finishing natural gas to 
114,000 customers in 32 West Virginia counties. Hope Tariff Filing. Hope subsequently 
moved to consolidate the Rate Case with the Sale Case. November 10, 2008 Motion to 
Consolidate. 

On January 20,2009, the Commission consolidated the Rate Case and Sale Case, set 
a procedural schedule and extended the suspension period for the Rate Case. 

On November 20, 2009, the Commission issued a final Order in the Rate Case that 
severed the consolidated matters, ruled on the outstanding Rate Case issues insofar as Hope’s 
operations as a stand-alone entity are concerned, granted Hope $8,784,224 in additional 
revenues and deferred ruling on the Sale Case. The Rate Case order also included a more 
complete procedural history of the combined cases in its Appendix A. The complete final 
Order and the related procedural history is available on the Commission’s website at: 

http ://m .psc. state .wv.us/scripts/webdocket/viewdocument . cfm?caseactivityid=2 84 1 5 5 

As indicated, the Sale Case for Hope’s West Virginia operations is only part of the 
proposed purchase/sale transaction by Dominion and SRI. There was also a sale case filed 
before the Pennsylvania Public Utility Commission (“PaPUC”) for the sale of Dominion’s 
Pennsylvania gas utility operations; in fact, the portion of the transaction involving the sale 
of the Pennsylvania gas utility operation constitutes the lion’s share of the overall proposed 
transaction. The proposed purchase price for the Pennsylvania operation is approximately 
$736 million of a total transaction cost estimated at $945 million. 

Dominion and SRI negotiated the structure of the proposed transaction, including the 
decision to make the two sales dependent on approval in both Pennsylvania and West 
Virginia; determined how and when to file the transactions for approval before this 
Commission and PaPUC; and made the critical decisions on when and how to attempt to 
resolve, stipulate or offer concessions on issues in the proceedings pending in both West 
Virginia and Pennsylvania. 

On November 19,2009, only one day before this Commission was required by statute 
to enter its Order in the Rate Case, the PaPUC entered an Order rejecting the earlier decision 
of the PaPUC Administrative Law Judge (“ALJ”) to disapprove the proposed settlement in 
Pennsylvania for the sale of Peoples. PaPUC reviewed the transaction, concluded that the 
ALJ was incorrect in its analysis of the benefits presented by the settlement and approved the 
sale, subject to an array of conditions imposed in that settlement and the PaPUC Order. 

Public Service Commission 
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We are sensitive to the action of PaPUC in approving the sale and respectfbl of the 

decision of PaPUC to approve the stipulation; we are, however, bound by our statutes and 
precedent and must assess the Sale Case under controlling West Virginia law and precedents 
and the record presented in this case. Further, unlike the PaPUC, and as we mentioned in our 
Rate Case Order, we have no stipulation before us in the Sale Case that has been negotiated 
among and approved by nearly all of the parties. Rate Case Order at 3.  Instead, we have an 
awkward procedural development in which Dominion and SRI have tendered what amount 
to ongoing unilateral conditions and commitments, and in its submittal, SRI, for example, 
states that the Dominion proposal by itself is insufficient. SRI continues to insist upon a 
proposed increase to customer rates as part of its proposed conditions. As late as the close 
of business on December 15, 2009, SRI tendered a “Response of Peoples Hope Gas 
Companies, LLC to Filing of Other Parties of December 9,2009, December 10,2009 and 
December 14,2009.” Not only have Dominion and SRI failed to submit an agreement as 
between them, but just as clearly they have not caught the interest of the Staff, CAD, IOGA 
or the Union intervenors, who continue to raise what they perceive as serious and sustained 
objections and opposition to the transaction. 

The Sale and Rate Cases, through procedural development, discovery, filings, and 
evolution to this point, have been hotly-contested, difficult, complex and interrelated. At the 
same time, however, when all is said and done, the decision faced by this Commission of 
whether to approve the Sale Case is relatively simple to state (and actually not all that 
mysterious or surprising in its result). 

As we will discuss more fully in this Order, our belief is that the sale, in and of itself 
and as currently structured and insisted upon by Dominion and SRI, has terms and conditions 
that are not reasonable and that result in a significant adverse effect on the public in this State 
by creating an ownership and operating structure that will, solely and directly as a result of 
the nature and structure of the transaction, increase rates to West Virginia customers without 
the corresponding and offsetting benefits that might justify such an increase in a purchase and 
sale case. 

As can be seen by the following procedural history and discussion of the case, SRI and 
Dominion have not reached an accord between themselves on how the Sale Case should be 
resolved, let alone convinced the other parties or this Commission that the proposed sale is 
in the public interest and that it will not adversely affect the public in this State. 

11. PROCEDURAL BACKGROUND 

At the time of the filing of the Sale Case on October 14, 2008, the Commission’s 
Consumer Advocate Division (“CAD”), filed to intervene, arguing that these cases are 
proceedings with potential adverse effects on ratepayers. 
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On October 29,2008, the Independent Oil and Gas Association of West Virginia, Inc. 

(“IOGA”), requested to intervene. 

On November 12,2008, the Utility Workers Union of America Local 69-2 (“Union”) 
requested to intervene in both proceedings to advocate for its membership. 

On November 18, 2008, Staff filed an Initial Memorandum in the Sale Case stating 
that it did not object to the earlier motion to consolidate the Sale and the Rate Cases if the 
Commission did not reduce the time-fiame of the consolidated matter. 

On January 2, 2009, the West Virginia Community Action Partnership moved to 
intervene in these matters. 

The Commission subsequently consolidated the Sale Case and Rate Case and fixed an 
appropriate procedural schedule originally designed to process the cases in an expedited 
fashion. January 20,2009 Commission Order. 

After the January 20,2009 Order, the parties engaged in extensive discovery. CAD, 
Staff and IOGA propounded numerous requests for documents to both Hope and PH Gas. 
The parties participating in discovery signed interim protective agreements to allow an 
unimpeded flow of discovery documents. 

On April 24,2009, all parties other than the Applicants prefiled their direct testimony. 

On June 1, 2009, the parties appeared before the Commission for an evidentiary 
hearing in both cases. In response to a question fiom the Commission, the parties decided 
that it would be appropriate to pursue efforts toward a negotiated resolution of the two cases 
and requested that the Commission amend the procedural schedule. The parties requested that 
the Commission delay the evidentiary hearing until August 17, 2009, and further toll the 
suspension period for the Rate Case through November 20,2009. The parties also suggested 
that the Commission direct preparation of expedited transcripts and suggested a briefing 
schedule. 

On July 23,2009, the Commission, in an effort to assist the parties in sharpening or 
defining the issues between them, ordered the parties to provide a list of the contested and 
stipulated issues, if any, in this matter on or before August 3,2009. Commission Order of 
July 23,2009, at 3 .  The parties subsequently filed lists as directed. 

Notwithstanding the additional time to attempt to narrow or stipulate some or all of the 
issues among them, the parties were unsuccessfbl, and on August 17-24, 2009, the 
Commission conducted an evidentiary hearing. The parties presented their respective 
positions regarding both the Sale Case and the Rate Case. At the hearing, and over the 
objection of the other parties, Dominion offered by way of a “unilateral commitment” to 
provide a credit of $8,667,248 to reduce revenue requirements and rates for Hope customers 

Public Service Commission 
of West Virginia 

Charlprtnn 4 



Attachment RCS-7 
Docket Nos. W-01732A-15-013 1 & 

Page 5 of 19 
conditioned on the transaction in this matter closing on or before December 31, 2009. 
Transcript of the August 17, 2009 Commission Hiaring at 22-25. Other parties also 
introduced testimony regarding the sale into evidence. 

On September 24, 2009, the parties submitted initial briefs in support of their 
positions. CAD also filed revisions to its revenue requirement calculations. PH Gas filed a 
proposed final Order. Those parties also filed reply briefs on October 5,2009. 

On October 20,2009, CAD moved to supplement the record to include an order issued 
by an ALJ in the parallel sale proceeding before the PaPUC. The PaPUC ALJ rejected a 
proposed settlement of the Pennsylvania sale case. There was no rate case filed in 
Pennsylvania as a part of the proposed sale of the Pennsylvania gas operations. 

On October 21, 2009, Hope requested to supplement the record before this 
Commission with documents Dominion filed in response to the disapproval by the 
Pennsylvania ALJ of the proposed settlement of the Pennsylvania sale case. 

The PaPUC issued an order on November 19,2009, that examined the decision of the 
Pennsylvania ALJ under Pennsylvania case law and standards and concluded that it should 
approve the Joint Stipulation in Pennsylvania, as modified by the conditions imposed by the 
PaPUC in that Order. 

On November 20, 2009, the Commission issued an order in the Rate Case granting 
Hope an additional revenue requirement of $8,784,224 based solely upon Hope’s cost of 
doing business under its present ownership. The Rate Order severed the Sale Case from the 
Rate Case, noting that the PaPUC’s decision was based on the stipulation of most of the 
parties to the Pennsylvania proceeding and observing that no such stipulation existed in West 
Virginia. The Commission advised the parties that this Commission would issue a separate 
order regarding the Sale Case in this proceeding as soon as possible. 

The Commission subsequently directed that the parties present any proposed settlement 
in this matter on or before December 11,2009. November 23,2009 Commission Order. 

On December 2, 2009, before the expiration of the December 11, 2009 stipulation 
deadline, Dominion filed a document in response to the November 23, 2009 Commission 
Order representing that the parties would not achieve a joint settlement of all issues and 
unilaterally offering an amendment to its own earlier conditional rate credit. Dominion 
offered to tender $27 million into an escrow account exclusively for Hope ratepayers, but 
conditioned that offer on a requirement that the closing of the sale occur on or before 
December 3 1,2009. Dominion also noted that, although it was looking for a closing on or 
before December 3 1,2009, it would actually require a final Commission order in this matter 
on or before December 22,2009, in order to assure a timely closing by year end December 3 1, 
2009. 

Public Service Commission 
of West Virginia 

P h  o rl P Etnn 5 



Attachment RCS-7 
Docket Nos. W-01732A-15-013I & 

Page 6 of 19 
SRI did not join in the December 2, 2009 proposal fiom Dominion, but on 

December 3,2009, SRI filed a separate response offering to submit additional conditions. 

Given the apparent termination of settlement discussions and that SRI and Dominion 
were apparently not able to work out their individual approaches with the other parties, the 
Commission directed all parties, other than Dominion, to respond to the December 2,2009 
Dominion filing to address the economic impact of the revised Dominion proposal or other 
comments on or before December 9,2009. 

On December 8,2009, PH Gas responded to the December 2,2009 Dominion filing. 
PH Gas suggested establishing an irrevocable trust to manage the rate credit and to forward 
monthly payments to Hope until exhausted. PH Gas also proposed new additions to its prior 
sale conditions in Joint Exhibit 4 and Exhibit CPK-8, including limits on dividends, a local 
senior Hope manager, and an estimate that its rate base will increase after closing. PH Gas 
also proposed that the Commission authorize an immediate additional tariff rate increase of 
$7.2 million to compensate for the rate base increase. PH Gas Conditions filed December 8, 
2009 (“PHG Conditions”). 

On December 9,2009, CAD, Staff and the Union responded to the December 2,2009 
Dominion filing. All of the intervenors noted substantive flaws in the SPA and the conditions 
proposed by the Applicants. 

Staff and CAD confirmed that rates as a result of the sale would increase by at least 
$7.2 million under SRI ownership, but noted that rates need not increase immediately. CAD 
Response at 4, Staff Response at 3, 5 .  IOGA and CAD also continued to warn the 
Commission against outsourcing gas procurement to a third party. CAD Response at 8, 
IOGA Response at 2,3. C A D  also recalculated its estimate of the lost accumulated deferred 
income taxes (“ADIT”) as $28.4 million and noted the lost “other post-employment benefit” 
(“OPEB”) prepayments and regulatory liability balances due to the sale transaction, 
prompting arecommendation by CAD that the Commission require Dominion to increase the 
rate credit escrow to $50 million. CAD Response at 3, 4. CAD subsequently filed a 
statement on December 14,2009, that indicated that it was unable to precisely quantify the 
amount of financial detriment but reaffirmed that the amount exceeded the $27 million rate 
credit escrow. Finally, the Union noted its concern that the existing Dominion offer fails to 
address the post-sale viability of Hope and the impact that might have on West Virginia gas 
producers. 

On December 10,2009, Dominion replied to the CAD and Staff filings arguing that 
CAD overstated the rate base impact of the proposed sale and asserting that it will not 
substantially profit from the sale in its current form, 

On December 14, 2009, Staff supplemented its December 9, 2009 filing and 
recommended changes to proposed SRI conditions of debt levels and field taps, Staff also 
expressed concern that several conditions are less strenuous than the statutory requirements 
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of W.Va Code 524-2- 12. Finally, Staff continued to object to any rate increase absent a new 
rate proceeding. 

On December 1 5,2009, SEU filed a new set of modified conditions for the transaction. 
SRI incorporated several suggestions from other parties including language regarding debt 
levels and field taps. SRI also committed to refrain fiom outsourcing gas procurement after 
completion of the Transition Services Agreement (“TSA”). SRI continued to object to a 
deferral of the rate increase issue to a future rate case, and instead insists that an immediate 
rate increase above the currently approved Hope rates should be granted as a condition of the 
sale approval. December 15,2009 SRI Filing at 7-8. 

111. TESTIMONY AND DISCUSSION 

A. In General 

On July 1,2008, Dominion and SRI executed the SPA to purchase all the common 
stock of Hope and its affiliate corporation, Peoples, for a base sale price of $910,485,014, 
adjusted by working capital and certain other conditions. SPA at 10-1 1. Of that amount, 
approximately $149 million reflects the purchase price for Hope and another $70 million is 
earmarked to replace the debt portion of the Hope capital structure. Petition at 15. The 
Applicants, for their own reasons, have structured the transaction in a manner that requires 
regulatory approval from both this Commission and the PaPUC, commits the parties to an 
election under 26 U.S.C. §338(h)( 10) to treat the transaction as an asset sale for tax purposes 
(“$338 Election”) and specifies that a party may abandon the agreement after December 3 1, 
2009. SPA at 13,45-47. 

Along with the SPA, the parties entered into the TSA obligating Dominion to continue 
to provide services to Hope for up to eighteen months after closing of the SPA. Id. and 
Transcript of August 17,2009 Commission Hearing (“Tr.”) at 22. In addition to the SPA and 
the TSA, the Applicants presented other associated agreements in support of the transaction 
including a shared facilities agreement, agreements to maintain existing facilities on 
Dominion Transmission Inc. (“DTI”) properties, and to lease communications equipment. 
Sale Application App. A-H. 

While the Commission cannot dictate, and does not require, that parties settle, in 
complex sales cases such as these, it has been the experience of the Commission that 
negotiated solutions arrived at by arms-length negotiations among the parties are typically 
preferable to an attempt to litigate. The Commission has from time to time advised the 
Applicants of the wisdom of seriously pursuing a negotiated agreement. Unfortunately, the 
current posture of the case presents the Commission with competing sets of conditions from 
parties and no consensus agreement. It is clear from the record that not even Dominion and 
SRI can agree on reasonable conditions that should be placed on the sale in order to offset 
negative impacts on West Virginia. See. December 9, 2009 CAD Response at 6 .  The 
apparent lack of agreement, if not straight-out public disagreement between Dominion and 
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SRI is surprising, and places the Commission in the difficult, if not impossible, position of 
attempting to fashion and impose conditions on the parties in order to close the transaction 
that the parties to this proceeding seem unable and unwilling to reach on their own. 

The Commission believes that one of the primary indicia for the “adverse impact on 
the public” that results from any proposed acquisition is whether the transaction, in and of 
itself and without corresponding benefits or other adequate reasons, will result in a rate 
increase to the customers. In these consolidated cases, Hope Gas received by virtue of the 
November 20,2009 Rate Order, a rate increase of $8,784,224. Additionally, even though 
Hope received those additional revenues in the Rate Case on November 20,2009, SRI has 
requested an immediate and additional $7.2 million tariff rate increase arising solely from the 
sale, including significant structuring of the sale that is within the control of Dominion and 
SRI. Although the immediate impact on customers’ bills can be offset by the rate credit 
escrow funds offered by Dominion, that offset will be of limited duration and there will be 
an eventual increase in customer bills due solely to the sale. In and of itself, without 
significant and substantial offsetting benefits to the customers and the State, this rate impact 
constitutes sufficient adverse public effect to require the Commission to determine that the 
sale is contrary to the public interest. 

There are other matters beyond the rate impact raised by various parties which make 
the proposed sale of Hope’s West Virginia gas operations to SRI questionable. In a typical 
utility sale proceeding where both the buyer and seller have a satisfactory track history with 
which the Commission is familiar or that is available for review and inquiry, the Commission 
can focus on that track history to assess the likelihood of satisfactory service after the sale to 
the buyer. 

In a sale to a buyer with a solid record of performance and experience operating utility 
systems, the Commission typically looks to the seller for the limited purposes of determining 
that the seller wants to sell, that the seller is not withholding or concealing assets that are 
essential for the buyer to render quality service and that the transaction otherwise meets the 
tests of W.Va. Code 824-2-12 

The intervenors allege in this matter, however, that Dominion will retain assets and 
skills that are necessary to operate Hope after closing and that SRI may not come to the 
transaction with sufficient skills and assets to overcome that problem. Therefore, the 
Commission is obligated to consider the skills lost by Hope due to the sale and scrutinize the 
proposed management under SRI. In addition to this issue, and as more fully discussed 
below, the Commission is concerned with the adverse impact of an immediate tariff rate 
increase. Even factoring in the commitments that appear to be offered by SRI and the effect 
of the conditional rate credit offered by Dominion, the Commission still believes that the 
transaction adversely affects the public in this state by imposing higher revenue requirements 
that will ultimately translate into higher rates for Hope customers solely as a result of the 
transaction. 
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B. Statutory Standard 

The Legislature created the Commission to exercise regulatory authority over public 
utilities in this state. It is charged with the duty to ensure fair regulation in the interest of the 
consuming public while balancing the availability of utilities and the productive use of energy 
resources. W.Va. Code §24-1-1(a), The Commission may grant its prior consent for the 
acquisition of the majority of the common stock in any public utility organized and doing 
business in this state under three conditions. The Applicants must show that (i) the terms and 
conditions of the transaction are reasonable, (ii) neither party to the transaction has an undue 
advantage over the other and (iii) the transaction does not adversely affect the public in this 
state. The Commission is also empowered to attach conditions that it deems proper to the 
transaction. Without this prior Commission consent, the transaction is void to the extent that 
the interests of the public in this state are adversely affected. W.Va. Code 424-2-12. 

The Commission has also interpreted W.Va. Code 524-2- 12 to require, as an incident 
of that three-part test, a showing that the buyer, SRI, has, or as a result of the transaction will 
obtain, the knowledge, experience and resources that allow it to conduct operations that 
provide adequate and reliable service at reasonable rates. Hope Gas Inc., Case No. 99-0462- 
G-PC (Commission Order, July 27, 1999). 

C. Undue Advantage 

One of the three conditions under W.Va. Code 824-2- 12 described above proscribes 
any party to the transaction from having an undue advantage over the other. The failure to 
meet this requirement has rarely been asserted in any substantial sale of a public utility in this 
state. 

After the failure of a prior attempt to sell Hope to Equitable Gas Company, Dominion 
conducted an auction for both Hope and Peoples. See, Case No. 06-0441-G-PC and Hope 
Ex. 5 at 3, 6. That auction resulted in selection of SRI as the winning bidder. Evidence 
before the Commission shows no substantial connection between Dominion and SRI outside 
of the SPA, and the Commission will assume the existence of good faith, am-length 
negotiations between Dominion and SRI. Id. Therefore, the Commission concludes that 
neither party to the transaction has an undue advantage over the other. 

D. Terms and Conditions and Adverse Imnacts 

The other two tests for evaluating utility agreements under W.Va. Code $24-2-12 
require the Commission evaluate and assess whether the terms and conditions of the 
transaction are reasonable and whether the transaction adversely affects the public in this 
state. These two conditions are in a sense intertwined, and it is difficult to see how 
unreasonable terms and conditions would not adversely affect the public in this state, While 
this test is an attempt to assess the transaction as structured, it also has a “forward-looking” 
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element to it and requires that the Commission evaluate how the new u t h y  will f‘unction after 
the transaction is closed. 

In their testimony, Stafc CAD and IOGA raised various concerns and reservations 
regarding the terms of the SPA. They reiterated those concerns in the December 9- 14,2009 
filings. The adverse impacts asserted by the intervenors are the (i) negative fmancial impacts 
Erom the sale and (ii) the apparent lack of managerial capacity of SRI that prevents it from 
effectively and efficiently operating Hope. Those intervenors suggested other possible 
concerns and requested that additional conditions be placed on the transaction. The 
Commission, however, does not believe that it needs to address these conditions because it 
finds that the weaknesses in the following two primary areas cause an adverse impact on the 
public in this state. 

1. Dominion Conditional Rate Credit 

In its prefiled direct and rebuttal testimony, neither Dominion nor SRI advanced the 
need for any rate credits or rate considerations other than the approval of the transaction as 
contemplated by the SPA. As the hearing progressed, Dominion changed its position and 
unilaterally offered a conditional rate credit for Hope customers in the amount of $8,667,248 
as an incentive for approval of the SPA on or before December 31, 2009, Tr. at 22-25. 
Arguably, this credit was designed to offset the negative rate impacts expected as a result of 
SRI’s acquisition of Hope. Dominion initially structured the credit as a reimbursement of 
services provided under the TSA up to the amount offered. In the event that the total services 
provided under the TSA did not reach that amount, Dominion pledged to tender the difference 
in cash to be used as a rate credit. Dominion also requested that the Commission amend the 
Hope tariff to make provision for the rate credit. Id. When the Commission severed this 
matter Erom the Hope rate proceeding, it deferred consideration of the offered rate credit. 
Rate Order at 3.  

On December 2,2009, and without any indication by the Commission of its view on 
the earlier “conditional rate credit,’’ Dominion amended its conditional services 
reimbursemenurate credit offer and increased the figure from approximately $8.67 million 
to a total rate credit of $27 million. Dominion also restructured its offer to provide for deposit 
of the total credit into an escrow account instead of a r e h d  of TSA charges. SRI 
acknowledged the enhanced offer on December 3,2009, and subsequently submitted separate 
additional conditions to supplement its initial proposals in Exhibit CPK-8 and Joint Exhibit 
4, including establishing a trust to hold funds for rate credit. PHG Conditions. Staff and 
CAD basically reiterated their positions in the December 9,2009 responses, but CAD also 
recommended a credit of at least $50 million, a figure representing an estimate from CAD of 
the present value of the total adverse rate impact fiom the transaction over time. 

After review of the revised Dominion offer and the analysis from other parties to this 
matter, the Commission will consider the conditional rate credit as a component of the 
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proposed sale in its analysis of the SPA. That credit, however, is a finite resource that is 
facially incapable of compensating for continuing financial detriments as described below. 

2. Financial Impacts 

The most contentious aspect of the proposed sale is the financial impact resulting fiom 
the SPA and its potential effects on Hope ratepayers. The intervenors to this matter raised 
what they viewed as several financial detriments from the sale including (i) the increased rate 
base due to the $338 Election, (ii) increased cost from other rate base changes, (iii) loss of 
historic benefits from a consolidated tax filing, (iv) loss of bonus depreciation and (v) higher 
cost of capital. After considering these impacts and factoring in both the revised conditional 
rate credit from Dominion and the request for $7.2 million in additional rates fi-om SRI, the 
Commission finds that the financial considerations will result in an adverse affect on the 
public of this state for the foreseeable future, well beyond the exhaustion of the conditional 
rate credit trust account offered by Dominion, 

a. $338 Election 

The first negative financial consideration raised by the intervenors is the election by 
Dominion and SRI to treat the stock sale as an asset sale for income tax purposes under the 
Internal Revenue Code, generally known as a $338 Election. The parties to the transaction 
are the entities that negotiated, acquiesced to or insisted upon the $338 Election. The net 
effect of the $338 Election is to treat a stock sale as an asset sale under $338 of the Internal 
Revenue Code. The $338 Election results, however, in a reversal of all ADITS and the 
establishment of a new cost basis (rate base) for all affected Hope assets. AEter the sale, Hope 
will again take higher levels of accelerated depreciation against the basis of its assets and start 
to accumulate a new ADIT balance. PH Gas Ex. JIW-D at 6-9. The new balance, however, 
will take many years to equal the current balances. &e, CAD Ex. 10 at 1-2. More 
importantly, a build-up of "new" ADIT balances does not come without cost to the customers 
because it requires customers to fund these balances by inclusion of deferred income taxes 
in rates. Eliminating the current ADIT balance affects ratepayers immediately because the 
ADIT balance acts to lower the rate base. The additional revenue requirement due to 
increased rate base is apparently a significant portion of the additional revenue that SRI 
insists that it needs in the case, above the $8,784,224 already awarded to Hope in the Rate 
Case. PH Gas Ex. JIW-D at 6-9 and PHG Conditions at App. A. 

In that recent Hope rate case, the rate base was calculated without regard to the sale, 
but subsequent rate cases will include a reduced ADIT balance. Rate Order at 23. Using the 
initial CAD estimate, the increased revenue requirement impact ofthis reduced ADIT balance 
amounts to a present value of at least $12 million. &e, CAD Ex. 9 at 29 and CAD Ex. 7 at 
49. CAD subsequently revised that estimated rate base change upward. Dominion, however, 
disputes the CAD estimates. SRI estimated an increased rate base of $23 million attributable 
to the $338 Election in the first year following closing. PHG Conditions at App. A. While 
it is difficult to make an exact calculation, the Commission estimates that the total financial 
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impact of the $338 Election will endure for a significant period of time. Even if the $23 
million rate base impact would eventually be reduced to zero, the present value of the 
increased revenue requirement will be significant and will certainly approach or exceed 
CAD’S estimate of $12 million. Therefore, the Commission finds that the $338 Election, an 
election solely for the benefit of the parties, is a material adverse impact that will solely and 
directly cause higher revenue requirements for Hope customers for the foreseeable future. 

b. OPEB, Pension and Other Rate Base Changes 

A second series of financial impacts arising from the proposed transaction is the effect 
on rate base from the pension division, the loss of OPEB credits to rate base and possibly the 
elimination of the regulatory liability created when tax rates were reduced in the past. 
Appendix A to PHG Conditions and Rate Order at 23,24. Staff calculated the OPEB rate base 
change to be nearly $30 million. Staff Ex. 6B at 5-6. The SRI calculation also eliminated the 
$4 million regulatory liability taken as a rate base reduction by the Commission although 
Dominion disputed that part of the SRI calculation. PHG Conditions Appendix. A and 
Dominion December 10,2009 filing. SlU estimated an immediate increase to rate base from 
the transaction of $37 million from these expense categories. PHG Conditions App. A. The 
Commission agrees with SRI that applying the pension, OPEB and other changes increases 
rate base. If Dominion is correct regarding the $4 million regulatory liability, the rate base 
increase over and above the effect of the $338 Election is still in excess of $30 million. This 
increased rate base will endure long into the fbture. The Commission finds that these rate 
base increases are solely the result of the terms of the SPA. This further buttresses the 
Commission’s conclusion that the proposed sale would adversely impact the public in this 
state. 

c. Consolidated Taxes 

A third financial detriment alleged by the intervenors in this matter is the loss of 
consolidated taxes under the umbrella of the 120 companies that participate in the 
consolidated Dominion tax return. Rate Order at 32. The consolidated tax return allows 
those affiliated corporations to share losses that offset profits at other affiliates. The net 
effect of a consolidated return is to reduce the effective tax rate fkom the statutory federal 
income tax rate of 35% to a lesser amount. As more fully described in the recent rate 
proceeding, however, the effective Dominion income tax rate has trended higher in recent 
years. Based on recent years, the Commission trended that amount to an effective tax rate of 
30%. Id. Thus, the Commission finds that the difference in the effective tax rate derived in 
the last rate proceeding and the statutory rate is relatively minor, but is another instance of 
adverse rate impact. 

d. Bonus Depreciation 

Another financial detriment raised by the intervenors in this matter is the loss of bonus 
depreciation that the federal government made available under the American Recovery and 
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Reinvestment Act of 2009 Stimulus, CAD listed this loss as a negative consequence of the 
sale, but did not present an estimate of the amount of lost depreciation involved. CAD Initial 
Brief at 17. Hope witness Taylor estimated that the total loss of bonus depreciation for 
Peoples would total approximately $3.8 million, but did not have available figures for Hope. 
CAD Cross Ex. 28. The Commission finds that the loss of bonus depreciation from the 
Stimulus is a financial detriment caused by the transaction, but judging from the relative size 
of Hope to Peoples, the lost depreciation would not exceed $1.25 million. The Commission 
finds that the loss of bonus depreciation is an adverse impact of the sale, even though this 
impact, standing alone, is relatively small and would not, by itself, be a substantial 
justification for denying the sale. 

e, Financing Costs 

The intervenors also argued that SRI would experience higher financing and 
operations costs than Hope currently incurs under Dominion. The Commission recently 
completed an analysis of the costs incurred by Dominion under Hope and granted a rate 
increase based on current costs under Dominion ownership. The Commission also noted in 
the Rate Case that the nation continues to experience financial tumult that makes sound 
prediction of future finance costs difficult. 

Frankly, the Commission believes that precise estimation of any potential increase in 
financing costs based on the present record is speculative at this point. SRI may incur higher 
financing costs once it takes ownership of Hope, but the Commission is hesitant to reach a 
conclusion concerning this issue because of the speculative and unsettled nature of the 
financial markets. Those potential conditions could also affect Dominion as demonstrated 
by the two bond issues Dominion conducted during this proceeding including an 8.875% 
bond issue in December 2008 and a subsequent issue for 5.2% in August 2009. Hope Ex. 17 
at 14 and CAD Cross Ex. 24. Therefore, the Commission does not find that it should reject 
the sale on the basis of higher finance costs. 

f. Financial Conclusion 

As stated above, the Commission has considered five categories of financial impacts 
arising from the SPA that the intervenors assert are adverse to the public in this state, some 
of which are relatively minor or somewhat speculative and some of which more immediate 
and substantial. The Commission has determined that the loss of the consolidated tax 
adjustment the increased financing costs and the loss of bonus depreciation are relatively 
small impacts that do not contribute significantly to a justification for denying the 
Application. 

At least two categories of financial impact relating to increased rate base have a 
substantial bearing on Hope and therefore its customers. The 533 8 Election and the other rate 
base impacts aggregate to a total rate base increase to Hope of approximately $60 million in 
the first year after the closing. That impact may subside to some degree over the foreseeable 
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future, but an increased cost endures from higher rate base arising from the terms of the SPA 
for many years into the future. 

SRI has acknowledged this adverse impact in the PHG Conditions by requesting an 
immediate tariff rate increase of $7.2 million, nearly doubling the increase awarded Hope in 
the Rate Order. PHG Conditions at pgs 12- 13 and Rate Order App. B. Offsetting this impact 
is the $27 million rate credit Dominion offered conditioned on a timely closing on the SPA. 
At the tariff rate level SRI requested, the rate credit is exhausted in approximately four years, 
with many years of increased rates that would exist beyond exhaustion of the credit. CAD 
estimates the present value of the rate impact of the terms of the SPA discussed above at $50 
million. While difficult to quantify precisely, the Commission believes that the present value 
of the total rate impact is well over the $27 million rate credit offered by Dominion. In 
response to the CAD suggestion, however, Dominion has decried its financial position 
regarding Hope and spurned increasing its rate credit offer for Hope customers. In the face 
of the financial situation presented by SRI, and not substantially challenged, the Commission 
is compelled to find that the terms of the SPA have an adverse impact on the public in this 
state under W.Va. Code 524-2-12. The aggregate adverse impact appears to be at least the 
additional $23 million estimated by the CAD, or more, above the $27 million credit offered 
by Dominion. Based on this significant detrimental rate impact that is not offset by 
Dominion’s proposed rate offset credit, the Commission cannot approve this sale. 

3. Managerial Capacity 

In addition to the financial concerns expressed by CAD and Staff, they also cited 
concerns about the managerial capacity of SRI on this record, primarily, an apparent lack of 
senior management to operate Hope and Peoples at closing and to procure gas after 
conclusion of the SPA. While SRI initially proposed outsourcing interstate gas procurement, 
it subsequently committed to purchasing that gas itself. December 15,2009 SRI Response 
at 4. While the financial detriments discussed above are adverse to the public interest in this 
state, the Commission is also concerned with the managerial capacity of SRI to adequately 
operate Hope after the acquisition. 

At hearing, CAD presented an exhibit tendered by Hope in discovery listing several 
gas purchasing officers and senior managers slated to remain with Dominion. CAD Cross 
Exhibit 21. SRI, however, did not demonstrate that it could immediately substitute new 
management for the employees staying with Dominion. Instead, SRI plans to rely on 
Dominion under the TSA for almost all management for up to eighteen months. SRI 
presented information showing that it owns or operates other properties including a port 
facility and a natural gas transportation corporation. SRI has invested in a venture that is 
constructing an electric transmission line in California. SRI Ex. CPK-D at 4. While these 
ventures may be substantial infrastructure investments, none of these properties are the 
equivalent of operating two large local gas distribution companies. Although SRI also touted 
the abilities of its chief operating officer and indicated that he would initially step into a 
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supervisory role at PH Gas and also may review gas procurement contracts, the Commission 
believes that plan is inadequate. SRI Ex. CPK-R at 29 and MJC-R at 17. 

The Commission is concerned about that the lack of senior management and finds that 
the plans presented by SRI are inadequate. While the Commission understands and 
appreciates that managing a natural gas utility is a new undertaking for SRI and, thus, it may 
not have an existing management team, the Commission believes that SRl should have made 
greater effort to procure senior managers and at least presented a concrete plan for quickly 
filling vacant operations positions. 

The list of employees that will remain with Dominion shown in CAD Cross Ex. 21 
reinforces the gravity of the management openings. SRI has been aware that it would need 
to fill numerous vacancies since at least March 2009. The Commission acknowledges that 
SRI may eventually fill the vacant positions, possibly even before the end of the TSA, but the 
record before us fails to convince the Commission that SKI has a sufficient plan for adding 
management capacity to operate Hope after the TSA. 

4. Adverse Impact Conclusion 

For the reasons stated above, the Commission finds that the transaction presented by 
the Applicants in the SPA is adverse to the public interest in this state. The record 
unmistakably demonstrates adverse revenue requirement impacts attributable to the SPA that 
are not remediated by the conditional rate credit offer. In addition to the critical adverse 
financial impact, SRI has failed to demonstrate that it possesses now or has a definitive plan 
to acquire the managerial capacity to own and operate Hope after the acquisition. 

E. Other Conditions 

The Commission has reviewed a number of recommended conditions provided by 
CAD, Staff and SRI. Some of those conditions are recommended by all parties, while SRI 
objected to other conditions. Further, many of these conditions were offered in filings after 
the hearing and have not been refined, vetted or clarified by the parties through the 
adversarial process. The Commission does not intend to undertake to array or list these 
conditions in some improved or acceptable manner under those circumstances. Even if it 
were to attempt to do so, the Commission could not conclude, from the record, that a 
particular combination of conditions would offset the adverse impacts of this transaction. 
Given the other rulings made by the Commission, it is unnecessary to address them. 

We do not believe that problems and negative impacts of SRl’s acquisition of 
Dominion Hope are so intractable that the transaction could never meet the statutory public 
interest test. Given appropriate agreements, acquisition terms, commitments, and conditions 
imposed on Dominion and SRI, the elements that make this transaction contrary to the public 
interest could be rectified. This would not be an easy task, and would require cooperation and 
a realization that any resolution of the public impact problems must address and obviate these 
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problems. Unfortunately, none of the parties has given us a proposal that defined each 
element of the transaction that contributed to the negative public impact with reasonable 
specificity and then suggested an acceptable, or even possible, remedy to those problems. 

We note that all parties appear to agree that there are increased rate impacts that will 
occur solely because of the structure of the sale. SRI has quantified the impact to be $7.2 
million, but has neither indicated to what extent that $7.2 million may decline in subsequent 
years nor presented its view of the present value of the increased rate impact over the next 
five years, ten years, fifteen years, or more. These are important questions that go to the 
adequacy of any rate credit offer. Dominion has indicated that the impact may be different, 
but has not quantified its alternative to S W s  calculation. Dominion has offered a $27 million 
cash trust that it says that the Commission may use to offset the rate increase that is caused 
by the structure of the sale; however, Dominion has not indicated how long the $27 million 
will offset either SRI’s view, or Dominion’s view, of the rate increase. Neither has Dominion 
indicated its view of the increased rate impacts that will remain when the $27 million is gone 
nor indicated how long those rate impacts will continue. The CAD has suggested that a rate 
credit trust of at least $50 million is necessary, but has not provided its calculations of that 
number. 

We understand that there probably would be differences of opinions regarding the 
answers to the questions posed above. Dominion may believe that the $7.2 million is 
inaccurate and that a lower number is the true first-year impact of the transaction on rates. 
Some parties may believe that the ADIT rate base impact will disappear over 15 years, others 
may assume it will disappear over a shorter or longer period of time. There may be potential 
agreement on whether the decline in the ADIT impact will be a straight line or a curve, but 
nobody has addressed that. Similar issues could have been addressed regarding the loss of 
other rate base offsets. While there seems to be agreement that the negative impacts will be 
partially offset by a reduction in SRI’s OPEB expenses in the amount of approximately $2 
million, no one has suggested whether the benefit of such an expense reduction is likely to 
remain static, or would be higher or lower if viewed over a period of years. The Commission 
could assume that the impacts that increase rate base would decline pro-rata over a twenty 
year period and calculate a present value of the rate impact as approximately $47 million over 
15 years or $60 million over 20 years at a 3 percent discount rate. At a 6 percent rate, these 
values would be closer to $41 million and $50 million. If the Commission was to consider 
the adequacy of a rate credit trust fund, these issues would factor into the determination of 
the adequacy of such a h d ,  but no party has addressed the issues. 

We have given all parties a clear indication of our desire for a proposal to at least 
provide a meaningful discussion that addresses the negative impacts of the transaction. All 
to no avail. Considering the complexities of this case, the odd post-hearing “filings” by the 
parties, and most importantly the lack of agreement between Dominion and SRI, we do not 
believe that it is the Commission’s duty to fashion the transaction and the operational 
structure of SRI. We also do not believe that in a case such as this, the Commission should 
undertake to impose conditions. This case involves a sale of a major gas utility, a significant 

Public Service Commission 
of West Virginia 

P h  nrlpatnn 16 



Attachment RCS-7 
Docket Nos. W-01732A-15-0131 & 
W-O1303A - -  15 0131 
Page 17 of 19 

transaction in another State that may or may not require a similar structure, and complex 
accounting and tax issues that could have different outcomes depending on the structure of 
the sales agreement. Under those circumstances, the development of a coherent, complete, 
and properly interrelated set of terms, conditions, and commitments should have at least been 
hammered out between Dominion and SRI. 

F. Motions to Supplement Record ll 
CAD and Dominion both filed motions to supplement the record in this matter to 

include copies of documents filed before the PaPUC in the parallel sale proceeding involving 
Peoples. No party actively opposed the motions. It is reasonable to grant both motions 
because the SPA provides that regulatory approval in both states is a prerequisite to a closing 
under the SPA. &e, SPA at 45-6. The Commission will also take administrative notice of 
the November 19,2009 Order of the PaPUC approving the sale of Peoples. 

IV. FINDINGS OF FACT 

1, Dominion, Hope and SRI filed a joint application to transfer all the common stock 
of Hope from Dominion to SRI. See, Application, 

2. Dominion and SRI signed the SPA to govern the sale and elected to treat the stock 
sale as an asset sale for tax purposes. Id. 

3. Dominion made a conditional rate credit offer of $27 million that it proposed to pay 
into escrow for distribution to Hope ratepayers as the Commission directed. December 2, 
2009 Dominion Filing. 

4. SRI requested an immediate additional $7.2 million in annual tariff rates and 
charges to reflect the increased rate base after the transaction. PHG Condition 39. 

5.  The SRI tariff rate increase request flows solely from an immediate increase in rate 
base of approximately $60 million caused primarily by the structure of the SPA. PHG 
Conditions App. A. 

6 .  The $338 Election will have a net increase in Hope rate base of $23 million in the 
first year after closing on the SPA and will continue to increase rate base for-many years 
following closing due solely to the terms of the SPA. Id., and CAD Ex 10. 

7. The reduced offset to rate base from (i) the pension transfer, (ii) loss of prepaid 
OPEB ADITS and (iii) elimination of the regulatory liability increases Hope rate base by $37 
million in the first year after closing and will continue to increase rate base for many years 
following closing due to the terms of the SPA. PH Gas conditions Appendix A and See, 
December 14,2009 CAD Response. 

I' 
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8. CAD estimates the total cost of the effect of the SPA on Hope ratepayers at $50 
million. December 14,2009 CAD Responses. 

9. The changes to rate base flowing from the SPA yield a total cost increase to Hope 
customers well in excess of the impact of the $27 million rate credit. 

10. SRI has not presented an adequate plan to replace, add or supplement 
management capacity responsible for Hope operations and gas procurement. 

1 1. SRI has only presented one employee with operational knowledge of managing 
a retail natural gas utility. See, SFU Initial Brief at 25-30. 

12. CAD and Dominion requested to supplement the record with additional 
information including documents from the parallel proceeding for SRI to acquire Peoples 
before the PaPUC. 

V. CONCLUSIONS OF LAW 

1. A transaction for the sale of a majority of the common stock in a public utility must 
have prior Commission consent and approval. The Commission may grant consent on a 
proper showing that (i) the terms and conditions of the transaction are reasonable, (ii) neither 
party to the transaction is given an undue advantage over the other and (iii) the transaction 
does not adversely affect the public in this state. W.Va. Code $24-2- 12. 

2. The Commission must also find that SRLhas the knowledge, experience and 
resources to operate Hope. The Commission concludes that SRI has failed to make that 
showing. Hope Gas Inc., Case No. 99-0462-G-PC (Commission Order, July 27, 1999). 

3.  The adverse financial consequences of the SPA would exhaust the $27 million 
conditional rate credit in approximately four years. See, PH Gas Conditions Appendix A and 
CAD Exhibit 10. 

4. The terms of the SPA impose higher tariff rates on Hope customers well beyond 
the four years that the rate credit will last. 

5 .  The terms of the SPA even with the proposed conditional rate credit yield higher 
tariff rates for many years following closing solely attributable to an approval of the sale. 

6 .  Hope needs responsible senior management to properly operate the utility starting 
at the close of the transaction and beyond the TSA. 

7. The negative financial impact and lack ofmanagerial capacity of SFU make this sale 
adverse to the public interest in this state. 
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8. The adverse impacts of the sale are not offset by other alleged benefits set forth by 
SRI. 

9. This sale does not satisfy the standards established in W.Va Code 524-2-12 and 
should be denied. 

10, It is reasonable to grant the requests to supplement the record from CAD and 
Dominion regarding developments before the PaPUC and to take administrative notice of the 
November 19,2009 order from that body. 

VI. ORDER 

IT IS THEREFORE ORDERED that the Petition for sale of Hope to PH Gas as 
described by the SPA is denied. 

IT IS FURTHER ORDERED that the motions to supplement the record from CAD and 
Dominion are granted and the Commission also takes administrative notice of the 
November 19,2009 Order from the PaPUC. 

IT IS FURTHER ORDERED that on entry of this Order, this matter shall be removed 
from the active docket of Commission cases. 

IT IS FURTHER ORDERED that the Executive Secretary shall serve a copy of this 
Order on all parties to this proceeding by United States Mail and on Staff by hand delivery. . 

%L%- 
A True Copy, Teste: 

Sandra Squire 
Executive Secr 

MMttAdd 
08 176 1 cb.wpd 
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DECISION 

1. INTRODUCTION 

A. SUMMARY 

In this Decision, the Public Utilities Regulatory Authority reviews the Connecticut 
Natural Gas Corporation’s request for a rate increase. It requested an increase in 
revenue of $20.047 million and a 10.25% return on equity. The Public Utilities 
Regulatory Authority approves an increase in revenue of $6.505 million and a return on 
equity of 9.18%. Also approved were mechanisms for tracking and reporting pipeline 
system expansion costs and revenues, earning sharing, decoupling and implementing a 
new federal gas pipeline integrity management program. 

The earning sharing mechanism encourages the earning of revenues above the 
allowed return on equity. The mechanism provides for a 50/50 sharing of the additional 
revenues with customers whenever the collected revenues result in earnings above the 
approved return on equity. 

The decoupling mechanism permits the collection of revenues necessary to 
maintain and operate the distribution system. The revenues collected for gas sales will 
be credited back to customers. 

With regard to needed pipeline repair and replacement, the Public Utilities 
Regulatory Authority approves a Distribution Integrity Management Program 
mechanism that allows recovery of the revenue requirement for main replacement 
activity between rate applications. Additionally, the Public Utilities Regulatory Authority 
approves a schedule- and budget for system integrity projects that target needed 
replacement of cast iron mains, bare steel mains and bare steel services. 

Regarding system pipeline expansion improvements, the Public Utilities 
Regulatory Authority directs the Connecticut Natural Gas Corporation to track and 
report its actual revenue requirement and revenues for the gas pipeline expansion 
activities through a System Expansion Reconciliation Mechanism. 

The Public Utilities Regulatory Authority finds that the approved increase in 
revenues, the return on equity and the rate mechanisms described above, along with 
other determinations made in this Decision, will result in just and reasonable rates, and 
will provide the Connecticut Natural Gas Corporation with sufficient revenue to maintain 
and operate a gas distribution system and provide a safe, adequate and reliable service 
to customers, while providing it an opportunity to earn a reasonable profit. 

B. BACKGROUND OF PROCEEDING 

By application dated July 8, 2013, the Connecticut Natural Gas Corporation 
(CNG or Company) filed an application (Application) with the Public Utilities Regulatory 
Authority (Authority or PURA) to amend its existing rate schedules. CNG seeks annual 
base delivery rate revenues of $357 million, which represents an increase of 
approximately 6.3% over the total revenues that would be expected under current rate 
schedules and projected sales on a total bill basis. In the Notice of Intent dated June 7, 
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2013, CNG communicated that its need for additional revenues i&%e&?&b!e that it has 
sufficient financial strength and resources to continue to invest in critical energy 
infrastructure to support the goals of the State of Connecticut’s Comprehensive Energy 
Strategy (CES) and to continue to meet CNG’s public service obligation. 

c. CONDUCT OF PROCEEDING 

By Notice of Audit dated September 3, 2013 and October 3, 2013, the Authority 
conducted an audit of the books and records of the Connecticut Natural Gas Company 
on September 4, 2013 and October 8, 2013, at the offices of the Company, UIL 
Holdings Corporation, 157 Church Street - Conference Room 1609, New Haven, CT. 

By Notice of Hearing dated September 11, 2013, and Notice of Postponed 
Hearing dated September 20, 2013, pursuant to §§16-11, 16-19, 16-19b, 16-19e and 
16-19kk of the General Statutes of Connecticut (Conn. Gen. Stat.), and s16a-35-49 of 
the Regulations of Connecticut State Agencies (Conn. Agencies Regs.), the Authority 
held a public hearing on this matter on September 24, 2013, at its offices, Ten Franklin 
Square, New Britain, CT. The hearing continued at the offices of the Authority on 
September 25, 26, and 27, 2013, and October 15, 16, 17, 18, 22, 23, 24 and 25, 2013. 
A Hearing, for public comment only, was also held on September 24, 2013, at 6:OO 
p.m., at the offices of the Authority, Ten Franklin Square, New Britain, CT. 

D. PARTIES AND INTERVENORS 

The Authority recognized the following as Parties to this proceeding: Connecticut 
Natural Gas Corporation, P.O. Box 1500, Hartford, CT 06144-1500; The United 
Illuminating Company, P.O. Box 1564, New Haven, CT 06506-0901; Office of 
Consumer Counsel, Ten Franklin Square, New Britain, CT 06051; and Department of 
Energy and Environmental Protection, 79 Elm Street, Hartford, CT 06106. The 
Authority granted Intervenor status to the following: Office of the Attorney General and 
the CT Independent Utility Workers Local 12924. 

E. PUBLIC COMMENT 

The Authority conducted an evening hearing for the purpose of receiving 
comments from the general public concerning CNG’s Application. The Company’s 
August 13, 2013 notice to customers regarding the hearing, was approved by the 
Authority on August 16, 2013. The evening public hearing was conducted at the offices 
of the Authority on September 24, 2013, and no members of the general public 
submitted testimony. 

The Authority received approximately 70 letters and emails from customers 
regarding the Application. The correspondence received by the Authority was 
unanimous in its opposition to the rate increase proposed and indicated that CNG’s 
request was excessive and not in line with current economic conditions. Customers 
also noted that CNG’s request would have a very negative effect on families or those on 
fixed incomes, such as senior citizens. Further, customers questioned why CNG would 
seek such a large rate increase when there was a drop in the commodity price of 
natural gas due to an increased availability of the resource. 

2 
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A. TEST YEAR I RATE YEAR 

It is the practice of the Authority in utility rate cases, to establish rates 
prospectively on the basis of historical test year, adjusted for pro forma purposes. In 
this case, CNG determined that the test year is the 12-month period ended December 
31, 2012. The rate year is the 12-month period ended December 31, 2014. Earley 
PFT, p. 2. 

B. RATEBASE 

1. Capital Expenditures by Major Class 

The table below shows CNG’s proposed capital expenditures by categories for 
the rate year 2014 and it illustrates an increase/decrease as compared to the test year 
capital expenditure. 

Increase for 

Reis, McNally and Jalette PFT, p. 13. 

The table above shows a total of $15.29 million increase in capital expenditures 
between the test year and calendar year 2014. This represents a 76% increase in 
spending. 

The New Business, Cast Iron Planned and Cast Iron Accelerated projects 
Specifically, New Business represent 63.6% of the proposed capital expenditure. 

3 
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Decision and impact the cash working capital the Company needeg%g Xuthority also 
made other adjustments to the expense and income levels used by CNG to calculate its 
cash working capital request so that the end result is based on expense and income 
levels that mirror the expense and income levels allowed by this Decision. 

f. Conclusion on Working Capital 

Based on the adjustments detailed above related to cash working capital, the 
Authority calculates a cash working capital requirement for the Company of $14.189 
million. This amount is $10.248 million less than the $24.437 million proposed by the 
Company. As such, the Authority allows a cash working capital of $14.189 million 
($24.437 - $10.248 = $14.189). 

5. Accumulated Deferred Income Taxes 

This rate case provides the first review for the Authority, from a ratemaking 
perspective, of UIL Holdings Corporation’s (UIL) acquisition of CNG from Iberdrola, 
USA. The change of control was approved by the Decision dated November IO, 2010 
in Docket No. 10-07-09, Joint Application of UIL Holdina Corporation and lberdrola USA 
Inc. for Approval of a Chanqe of Control of Connecticut Natural Gas Corporation and 
the Southern Connecticut Gas Company (Change in Control Decision). In that Decision 
the PURA “formerly the Department” stated the following with respect to the ratemaking 
treatment associated with the method under which the change of control was accounted 
for and its impact on Accumulated Deferred Income Taxes (ADIT): 

In the instant Decision, the Department is not approving any accounting 
treatment. Therefore, there is nothing compelling or limiting the 
Department, in future rate proceedings, from considering the rate impact 
of any legal tax law election. In such future rate proceedings, all parties 
will have the opportunity to review and determine the propriety of UIL’s 
assertion that the elimination of the ADIT from CNG’s and Southern’s 
regulatory books of account will, in the end, result in rate base changes. 
The Department is keenly aware of the potential tax normalization issue 
that will surface in any rate case subsequent to the Closing. The 
Department’s position is that the change of control should not impact the 
cost of utility services that are provided to ratepayers. In subsequent rate 
case proceedings, CNG and Southern would be required to show that all 
accounting treatments resulting from the Proposed Transaction will not 
have adverse impacts on rates. Also, CNG and Southern will be required 
to file all journal entries to record the eliminations of the ADIT existing prior 
to the Closing. Furthermore, UIL will be directed to file exhibits, separately 
for CNG and Southern, showing the total book basis, total tax basis, total 
accumulated book depreciation and total accumulated tax depreciation for 
utility plant assets as of the period immediately prior to the Closing. UIL is 
hereby put on notice that, while the Department is allowing the 338(h)(10) 
Election, it is not recommending or by any stretch requiring such an 
election. UIL proceeds at its own risk regarding the ratemaking treatment 
that may or may not be afforded any election. The Department intends to 
safeguard ratepayers from adverse impacts due the change of control. 

Change in Control Decision, pp. 23 and 24. 
9 
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There was significant discussion, with diverging viewpoint$%@!df'ng the ADIT 
issue during the proceeding. At question is an ADIT balance that at the time of the 
change in control was a credit balance of $78.3 million. Due to the change in control 
being accounted for using a 338(h)(10) election, UIL restated its rate base at book value 
for ratemaking purposes and as a result extinguished its ADIT balance. There are 
ratemaking implications, as ADIT credit balances are an offset to rate base. The Parties 
agree that the remaining amount of unamortized ADIT in question, due to amortization 
since the change in control, is approximately a credit balance of $62,807,000 as of 
October 2013 and a credit balance of $60,272,000 as average rate base for 2014. Late 
Filed Exhibit No. 51; Tr. 11/5/13, pp. 2253 and 2254. 

Two main arguments were presented regarding the ADIT issue, the treatment 
that should be afforded the ADIT from a transactional view and in keeping with IRS 
regulations. The Company stated that the acquisition transaction must be viewed in 
totality. The transaction benefitted CNG, the Company's customers and the State in a 
variety of ways (e.g., commitment to infrastructure, natural gas growth, job creation, as 
well as energy efficiency). Moreover, the 338(h)(10) Election is just one of many 
components of this proceeding and it should not be singled out. The Company 
contended that ADITS are properly extinguished, due to the benefits of the change in 
control. The Company also stated that any "hold harmless" adjustment in connection 
with the 338(h)(10) Election are not warranted and could lead to severe adverse 
consequences for CNG and its customers. The implementation of a "hold harmless" 
adjustment would constitute a tax normalization violation that would prohibit CNG from 
claiming accelerated depreciation going forward - thereby causing the Company to lose 
a cost-free source of financing with customers losing a future rate base offset. CNG 
Brief, p. 4. 

The OCC contended that while CNG relied on the discussion in the Change in 
Control Decision, the Company failed to provide information in its Application or in 
responses to interrogatories that would allow the Authority, the OCC or other docket 
participants to ascertain any financial benefit to ratepayers. It only argued about the 
detriment of the removal of the ADIT credit. Employee counts have increased, rather 
than decreased, and corporate costs have drastically increased. Corporate charges 
have increased from $18.803 million in the test year to $22.841 million in the rate year. 
The amount was subsequently updated to $23.819 million and is a substantial increase 
compared to the rate year amount authorized in the prior rate case of $8,932,293 for 
affiliate charges, which was prior to the change in control. In addition, when asked 
during the hearing, "[ils there anything you can point to that you presented in this case 
that would show the Authority which direction the revenue requirements have gone pre 
change in control versus post," the Company responded by saying "it's very difficult to 
look pre change of control versus post because of all the things that have changed." 
OCC Brief, pp. 130 and 131. 

The OCC recommended a "hold harmless'' adjustment be made associated with 
the change in control approved in the Change in Control Decision. This 
recommendation is for the purpose of protecting ratepayers from the negative financial 
and rate consequences that result from that transaction, consistent with the Authority's 
intent to safeguard ratepayers from adverse impacts due to the change of control in that 
proceeding. Under the Section 338(h)(10) election, the acquiring entity is allowed to 
step up its basis of the acquired assets but as a consequence, the accumulated 

10 
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deferred tax balance existing before the change in control is p&%%%&, (Le., the 
deferred tax liability becomes a current tax). Id., pp. 125 and 126. 

The OCC disagreed with the Company’s position that a potential normalization 
violation would occur if a “hold harmless” adjustment is reflected in CNG’s revenue 
requirements that result from the current proceeding. The recognition of a rate base 
credit equal to the pre-acquisition ADIT balance as recommended has been utilized in 
other State jurisdictions. The OCC contended that the Company witnesses have 
provided no instances where a utility company has been placed on notice of a 
normalization violation due to a “hold harmless” adjustment being utilized in a utility rate 
proceeding after a Section 338(h)(10) election was made. In fact, in the 2nd Supplement 
to the Response to Interrogatory AC-24, in the December 31, 2012 Form 10-K, outside 
auditors for UNITIL, the parent company for Northern Utilities, did not find that UNITIL 
was in an uncertain tax position after a “hold harmless” adjustment in the form of a rate 
base credit associated with pre-acquisition ADIT balances were reflected in the 
company’s rate case decided earlier in 2012. The OCC claimed that if UNlTlL’s outside 
auditors thought there was uncertainty regarding a potential normalization violation after 
the ratemaking adjustment was reflected in Northern Utilities New Hampshire rate case, 
Docket DG-11-069, they would have had to make such a disclosure in the notes to the 
financial statements in this SEC filing. The hold harmless adjustment could be 
structured in a number of ways. It could be an adjustment that reduces rate base, it 
could be in the form of a merger adjustment that reduces Operating and Maintenance 
(O&M) expenses, or could be in the form of revenue credits which are used to offset the 
Company’s revenue requirement. Id., pp. 132 and 133. 

The Attorney General (AG) argued that UIL’s Section 338(h)(10) election 
eliminated the ADIT account, which may have benefitted the transacting companies but 
will harm ratepayers unless corrected by the Authority because ratepayers would no 
longer receive the financial benefits that the ADIT provide. The AG fully supports the 
OCC’s proposal to structure a “hold harmless” adjustment to the CNG rate base or to 
devise revenue credits that would offset the loss of the ADIT. AG Brief, pp. 14 and 15. 

In response, the Company stated that the OCC’s proposal has no merit or 
foundation. It fails to recognize the (i) significant benefits that customers and the state 
have realized as a result of the acquisition of CNG by UIL and (ii) severe negative 
consequences that would result from a violation of tax normalization rules - the loss of 
the use of accelerated depreciation that would result from the implementation of a “hold 
harmless” adjustment. The Company strenuously opposed such an adjustment. It is 
not warranted and, if implemented, would create a problem that would dwarf the 
situation that the OCC erroneously contended needs to be addressed. UIL Reply Brief, 
p. 5. 

CNG agreed that the OCC limits its perspective and analysis to selective 
financial aspects of the transaction and comparing costs for the rate year (2014) to 
those established in CNG’s last rate case that was decided in 2009, well prior to the 
change in control. The OCC cited to two items, stating that each has increased: 
employee counts and corporate charges. As noted at the hearings, staffing levels that 
permit the Company to fulfill its public service obligations are not only reasonable but 
also absolutely necessary. According to Company Witness Nicholas: “We started 
adding jobs before the CES was even in draft form. . . . we knew we needed to beef up 
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staff in certain areas, and we took those steps. We didn’t immedi!f%?$’c%#& in and file 
a rate case to cover those. In addition, the employee complement requested in this 
case is fully supported.” Id., p. 6. 

With respect to Corporate Charges, the Company claimed that they form a part 
of the costs required to fulfill public service obligations. For example, upgrades to 
computer systems were an absolute necessity. Corporate charges are also properly 
allocated to CNG. Comparisons to corporate charges prior to the change in control are 
meaningless. I berdrola USA Inc.’s (I berdrola) shared services model was vastly 
different from UIL’s. For example, individuals who provided local financial and 
regulatory support were formerly part of CNG whereas they are now part of UIL shared 
services (with costs then allocated). As stated by Mr. Nicholas, “it’s a very natural 
reaction, show me the dollars, but, you know, we’ve got apples and bananas and 
oranges and whatever fruit you happen to choose.” The relationship of CNG to UIL 
versus CNG to lberdrola is very different. Aside from “alignment” factors, it is pointless 
to compare Iberdrola shared services costs from several years ago to UIL shared 
services costs today - given underlying inflation and cost increases due to the passage 
of time. Id., pp. 6 and 7. 

In addition, CNG posits that customers have benefitted from the Company’s 
ability to manage its operations and not initiate a rate case for almost three years since 
the change in control. This occurred even in the face of the significant expenditures that 
were necessary to make such as investment in connection with new business growth, 
increasing employee count to address public service obligation needs, and 
implementing a much needed customer information system. The Company maintains 
that the Change in Control Decision could have been adjudicated through a settlement 
agreement that incorporated a “stay out” provision. However, even without such a 
settlement, the Company has, “stayed out” with rates remaining the same for quite 
some time following the acquisition. Id., pp. 7 and 8. 

According to the Company, the task for the Authority is to arrive at just and 
reasonable rates. As was discussed in the Change in Control Decision, the entirety of 
the transaction must be taken into account when examining the ADIT balance under 
discussion and that the ADIT balance must be reviewed against the backdrop of the 
entire rate request that is under review. The OCC isolated a single feature of a very 
large and complex transaction rather than evaluating the transaction as a whole. Every 
transaction has costs and the ADIT extinguishment was a cost of the transaction. The 
OCC inappropriately takes this single, particular issue and seeks a “one-for-one” 
adjustment. Id., p. 8. 

In terms of a normalization violation, CNG suggested that the OCC’s 
characterization of the Company’s position is inaccurate. The OCC stated that “[ilt 
appears that the Company is concerned that implementing a hold harmless adjustment 
based on an evaluation of the revenue requirement impact of the eliminated ADIT 
balance could violate the IRS’s normalization rules.’’ OCC Brief, p. 131. The Company 
(through its tax expert, Mr. Warren) stated that such an adjustment would constitute a 
normalization violation which would preclude the Company from claiming accelerated 
depreciation going forward. Moreover, as stated by Mr. Nicholas, “. . . there’s no way I 
would sign a return to the IRS if we knowingly had violated the normalization rules. . . . 
Thus, if the Company considered that an order issued by the Authority constituted a 
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violation of the normalization rules, the imposition of the pe&!f$2\Pfo‘ljlld be self- 
executing. The Company would be compelled to file its subsequent tax returns without 
claiming accelerated depreciation.” u., pp. 8 and 9. 

The Company addressed the tax issues emanating from the 338(h)(10) Election, 
including the normalization consequences of a “hold harmless” adjustment. While the 
OCC opined that a “hold harmless” adjustment would not violate the normalization rules, 
the Company stated that its sole support for this assertion consisted of two regulatory 
orders. In each of these orders, regulators approved settlements relating to acquisitions 
in which 338(h)(10) elections were made. In these settlements, the purchaser agreed to 
implement a “hold harmless“ adjustment. The Company asserted that the OCC failed to 
acknowledge the true revenue requirement associated with the ADIT balance that was 
extinguished as a result of the 338(h)(10) Election. These were calculated by the 
Company and provided in Late Filed Exhibit No. 51 Supplemental. CNG determined a 
revenue requirement impact for the rate year of $3.8 million (as opposed to the $1 1.9 
million claimed by the OCC). 

As previously mentioned, there are two main arguments presented regarding the 
ADIT issue, the treatment that should be afforded the ADIT from a transactional view 
and in keeping with Internal Revenue Service (IRS) regulations. The Authority will first 
address the totality of the transaction. 

The Company was requested, in Interrogatories OCC-174 and OCC-409, to 
provide analysis of how the change in control with its 338(h)(10) election did not have 
an adverse impact on rates. The Company’s responses provided issues being 
addressed by CNG that would not have been addressed under other ownership. While 
the Authority is aware that “what if” analyses can be difficult to perform, the Company 
provided qualitative evidence regarding the impact of the change in control and 
338(h)(10) election when justifying its totality of transaction argument. It has been in 
excess of four years since the Change in Control Decision was finalized. The Company 
had ample opportunity to formulate a process by which to legitimize its argument of 
ratepayer benefit through the transaction by means other than qualitative arguments. 
Additionally, in the Change in Control Decision, the Authority stated that: 

Any rate proceeding will be based on a complete and full analysis of the 
operating company seeking the rate change, including its expenses, 
revenues, management prudency, customer service, no less, and guided 
by Conn. Gen. Stat. S16-19e. When that happens, only then will rates 
change, up or down, as appropriate. 

Change of Control Decision, p. 8. 

The instant proceeding is the very rate proceeding that the Authority 
contemplated with the above statement in the Change of Control Decision. Discovery 
has taken place and the Company had the chance to state its case regarding impacts of 
the 338(h)( IO) election and rate impacts. The Authority reviewed the Company’s 
positions that it used in its totality of transaction arguments. One argument the 
Company makes is that it is investing in replacing aging infrastructure over and above 
what had been done under prior ownership. This appears to be more of a local 
distribution company (LDC) norm of accelerating this infrastructure replacement than a 
conscious infrastructure decision by CNG. In its last rate case, Yankee was ordered to 

13 



Attachment RCS-8 
Docket Nos. W-0 1 P&Jd 941 3 1 & Docket No. 13-06-08 
W-0 1303A- 15-013 1 

accelerate its replacement program. 201 0 Yankee Gas Decis&f 13&#hbined with 
changes in Federal regulations, this appears to be something that would have taken 
place with or without the change of control. In fact, in the same testimony, the 
Company witness acknowledges a cost with this increased replacement. 

The Company seems to infer that ownership under lberdrola would have 
deteriorated to a point of not meeting public service obligations. This is an extreme 
assumption. The same can be said of the new customer information and billing system. 
The Company stated that one reason that corporate costs are higher is because they 
have implemented new customer information and billing systems. The Company goes 
on to say that, in fact, lberdrola had a plan to replace them at some point and likely 
would have been done under their ownership. Tr. 10/16/13, p. 910. Again, it appears 
that the customer information and billing systems would have been undertaken 
regardless of the change in control. In the same testimony the witness finishes this 
thought by stating, “. . . so I think you have to look at, you know, are ratepayers in a 
good position under UIL’s ownership in, total, and I think the answer is an unresounding 
yes, as compared to what was happening under its prior ownership.” Tr. 10/16/19, 
pp. 910 and 911. The conclusions drawn by the Company, with these items, are 
questionable at best. 

The Company also made claims of adding jobs in Connecticut for various 
programs, including the CES. However, when asked if the creation of these jobs would 
have happened absent the change in control, the Company was unable to provide a 
response. The Company stated “[tlhere would have been something. Would it be the 
same? I don’t know.” Id., pp. 911 and 912. 

Regarding the CES involvement, the Authority finds that the Company’s claim 
unfounded that its involvement was “crucial” and warrants some benefit in terms of 
viewing the totality of the transaction. The CES is the single largest piece of energy 
legislation in Connecticut with regard to natural gas LDCs. While CNG may have 
played an important role in its development, to think that anyone operating an LDC in 
Connecticut, let alone two LDCs, would not have had a significant involvement in 
crafting such energy policy is doubtful at best. 

The Company’s argument that it has not filed for a rate increase since the 
change in control is also unsubstantiated as a perceived benefit resulting from the 
transaction. As admitted by the Company witness, there is no way to tell if the former 
owners of CNG would have filed any sooner, or therefore later, than what CNG has 
done under its ownership. As UIL and lberdrola are both for profit entities, and lacking 
any evidence to the contrary, no assumption can be made that the filing of a rate case 
would have been different, under either entities ownership. 

The Authority finds a lack of evidence regarding CNG’s claim that customers are 
in a better place now than prior to the change in control. Based on the evidence that 
the Company provided, there is no indication that the transaction has provided accrued 
benefits to ratepayers that would not have occurred absent the change in control. 
Evidence presented on normalization violations and 338(h)( I O )  elections was provided 
by the Company and the OCC. This included actions taken by other public utility 
commissions (PUCs), Federal Energy Regulatory Commission (FERC), private letter 
rulings (PLR) answered by the IRS and individual party testimony supporting very 
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different views on the issue. The Company provided examplg%eth4atf contended 
supported its position. This included ten attachments, consisting of two FERC 
decisions, four FERC letters and four IRS PLRs. Late Filed Exhibit No. 52. 

The OCC provided examples that it believed supported its position. These 
consisted of three decisions of PUCs that were the result of settlements. Response to 
Interrogatory AC-24. The OCC supplemented the response to Interrogatory AC-24 to 
include excerpts from Northern Utilities, Inc., a Company which was the subject of the 
three PUC decisions provided by the OCC. 

The Authority will first review the examples provided by the Company. 
Attachments 7 through 10 of Late Filed Exhibit No. 52 are PLRs answered by the IRS. 
All four PLRs have their own set of circumstances. However, the relevant question for 
this proceeding being answered by the IRS of ADIT balances and normalization 
requirements regarding Section 338(h)(10) election are common for these PLRs. The 
PLRs provided all include similar language with respect to ADITS, Section 338(h)(10) 
Elections and Normalization Rules. 

This election results, for federal income tax purposes, in a deemed taxable 
sale of assets by Target (as old Target) to itself (as new Target) in a 
taxable transaction. Because of this sale, old Target’s deferred tax reserve 
relating to accelerated depreciation is reduced under Section i. 167(l)- 
1 (h)(2)(i) of the regulations to reflect the retirements of old Target’s assets. 
After the application of Section 1.167(1)-1 (h)(2)(i), old Target’s deferred tax 
reserve resulting from accelerated depreciation ceases to exist. 
Accordingly, the deferred tax reserve resulting from accelerated 
depreciation should be removed from old Target’s regulated books of 
account and not flowed through to the customers of new Target, or 
Tax pa ye r . 

. . . the accelerated depreciation deduction attributable to old target‘s 
(Target) public utility property does not carryover to new target 
(Subsidiary). The ADFIT related to that property do not follow the assets. 

Consequently, the accelerated depreciation deduction attributable to old 
target’s (Target) public utility property does not carryover to new target 
(Subsidiary). Neither accumulated deferred income tax nor the excess 
deferred reserve related to the property follow the assets. Retirements of 
public utility property subject to the normalization requirements of Section 
168 are reflected in adjustments to Taxpayer’s deferred tax reserve as 
well as its excess tax reserve (see Sectionl.l67(1)-i (h)(2)(i) and Rev. 
Proc. 88-12, 1988-1 C.B. 637, at 639). As a result of the sale, the reserves 
cease to exist. A violation of the normalization rules will occur if there is 
any reduction to Subsidiary rate base, after the Acquisition date, for the 
unamortized excess deferred reserve attributable to accelerated 
depreciation on public utility property. 

Late Filed Exhibit No. 52, Attachments 7-10. 

The PLR provided in Attachment 7 included an additional request by the taxpayer 
for determination if normalization rules are violated if, a taxpayer who has participated in 
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a Section 338(h)(10) election does not participate in a rate pro&%c/ik$ fhowing the 
recognition of elimination of ADIT. On the issue of rate case timing, the IRS stated: 

In essence, Taxpayer has requested that the Service rule that the 
normalization rules do not require Taxpayer to initiate a rate proceeding 
recognizing the elimination of the ADFIT and ADITC balances. Based on 
the facts of this case, the normalization rules are not violated by the 
Taxpayer's decision not to seek a new rate determination. The Service 
does not generally determine such purely regulatory questions as to when 
rate proceedings are required or whether the determinations of a public 
utility commission will produce just and equitable rates. 

Late Filed Exhibit No. 52, Attachment 7. 

In response to the IRS' role in ratemaking, Company witness Warren stated the 
following: 

The service's interest is in protecting the tax benefits of, in this case, 
accelerated depreciation from regulatory treatment that doesn't comport 
with the normalization rules. They -- that's end all they're concerned 
with .... they don't control rate-setting. They don't want to control rate setting 
and legally they can't control rate setting. The only thing they can do is 
withdraw a tax benefit that is provided by the Internal Revenue. That's the 
only thing they can do. So what they -- their withdrawal of that benefit will 
be -- may be a consequence, and in fact, it certainly will be a 
consequence of regulatory treatment, but they can't mandate a particular 
regulatory treatment. All they can do is withdraw the tax benefit if the 
regulatory treatment is not consistent with the normalization rules. 

Tr. 11/6/13, p. 2504. 

This draws the question of a regulators ability to provide a regulatory treatment 
when a Section 338(h)(10) election is made. As stated earlier, there are ratemaking 
implications associated with the 338(h)(10) election as well as a review of the totality of 
transaction in this docket. Is a regulator precluded from directing the utility to reflect a 
treatment that recognizes a difference in value that results from the election compared 
to proven benefits that the transaction has provided to ratepayers? Is the normalization 
requirement simply a mechanical exercise of removing ADIT from a Utility's regulated 
books with no regard to the cost of service? In the above instance, because the IRS 
does not require a rate proceeding within any specified time period following a 
338(h)(10) election, a utility can legally provide, in continuing to apply pre-merger rates, 
the benefits of accelerated depreciation. This appears to draw a distinction between the 
accounting and ratemaking treatments that can be afforded ADITS. From evidence 
presented in this proceeding, it does not appear to the Authority that the specific 
question of regulator actions causing normalization violations has ever been addressed 
by the IRS. 

Attachments 1 and 2 are FERC Orders. Attachment 2 refers to a February 1, 
1996 decision involving Koch Gateway (Koch Order). The Koch Order resulted in a 
settlement, including treatment of ADIT within the context of a 338(h)(10) election. 
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Koch received a private letter ruling from the IRS and based on tk!$el&ft&lhling FERC 
eliminated some portion of the ADIT balance for ratemaking purposes. FERC stated 
that while it is not bound to follow an IRS ruling for ratemaking purposes, it was 
reluctant to take action which would endanger a pipeline’s right to favorable tax 
treatment from the IRS. Late Filed Exhibit No. 52, Attachment 2, p. 18. The settlement 
also alludes to the settlement cost of service which includes the amortization of excess 
ADIT of $10.2 million. In reference to this amortization, the decision reads: 

Koch Gateway stated that this shall not preclude its right to use an 
accelerated tax depreciation provisions for federal income tax purposes. If 
the IRS proposes to preclude or limit Koch’s right to use an accelerated 
depreciation method as a result of the procedures adopted here, Koch 
Gateway reserves the right to file for appropriate adjustments in its rates 

Late Filed Exhibit No. 52, Attachment 2, p. 3, Footnote 8. 

To the Authority, it is apparent that some portion of ADIT was reflected in rates 
after the PLR was received from the IRS, which prompted Koch to provide the 
clarification noted above. When asked to clarify the language in Footnote 8 as it related 
to rate setting, CNG responded that it did not know for sure and that it was not aware of 
what the mechanics were precisely. Tr. 11/5/13, pp. 2525 and 2526. 

Attachment 1 refers to a March 19, 2003 FERC Order regarding Enbridge 
Pipelines (referred to as KPC). The relevant portions of this Order essentially provide 
the mechanical steps that are taken post 338(h)(10) election with regards to ADIT. In 
the Order FERC stated: 

. . . because a taxable event had occurred, it had been reported to the 
Internal Revenue Service, taxes were due and payable on the sale, and 
the ADIT balances were extinguished. 

Late Filed Exhibit No. 52, Attachment 1, paragraph 45. 

When the taxes are due and payable on a sale, the ADIT balances are 
reduced to zero because of the operation of the tax laws and regulations. 

Late Filed Exhibit No. 52, Attachment 1, paragraph 68. 

The Company and the OCC agreed to the mechanics of the 338(h)(10) and 
accounting for the ADIT. Tr. 10/16/13, pp. 865 and 904. Again, the difference of 
opinion falls with the ratemaking associated with loss of ADIT. The Company argued 
that no adjustment is warranted while the OCC proposed a liability be established for 
ratemaking to safeguard ratepayers from the impact due to the change in control. 
Response to Interrogatory AC-25. 

Attachments 3 through 7 to Late Filed Exhibit No. 52 consist of letters issued by 
the FERC in response to parties seeking clarification of accounting treatment for 
transactions involving 338(h)( IO) elections. These letters essentially rely on previous 
rulings in FERC decisions; therefore, the Authority relies on the decisions themselves 
rather than letters that reference such decisions. 
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The Company testified that the ADIT treatment is always &%&$ /d 338(h)( IO) 
transactions and in asset acquisitions because both involve preexisting deferred taxes. 
Witness Warren also testified to the conventional sequence of events where parties talk 
through the pluses and minuses of a transaction and there is a settlement that 
sometimes incorporates a rate credit or some other unallocated, non-specific response 
to not only the ADIT issue, but everything else in the case. Tr. 10/16/13, pp. 923 
and 924. 

The OCC’s evidence consisted of settlements approved by other PUCs. 
Response to Interrogatory AC-24. Settlements are not precedent setting and typically 
provide very few details. Therefore, the Authority can gain little evidence from these 
documents in terms of the vetting that occurred on the normalization issue. They do 
however, provide the Authority with evidence that consideration has been given to the 
ratemaking impacts of 338(h)(10) elections. Additionally, the UNlTlL annual report is 
not definitive evidence that a normalization violation would not be found to have 
occurred in the future. The Company makes valid arguments for not relying on this 
document in that (1) the subject company and/or its outside auditors actually identified 
the normalization issue, and (2) assuming that they did, that they properly analyzed that 
issue. CNG Brief, p. I O .  

The subject being contested here has very little history. The Company’s witness 
has been involved in four or five instances, all of which have been settled. Tr. 1011 611 3, 
p. 926. In instances where a specific hold harmless provision was voluntarily instituted 
by a utility, witness Warren dismisses this as the parties involved having no idea what 
they were doing. Id., p. 930. Additionally, neither the OCC, the Company nor its expert 
witness could provide any instance where a normalization violation had occurred for any 
taxpayer. 

The issue of normalization violations being committed as it relates to the actions 
of a PUC is anything but clear. The Authority will proceed with caution on this issue as 
the consequences of a normalization violation are severe. CNG is rightfully concerned 
regarding potential negative consequences of a normalization violation and stated that 
“if the Company considered that an order issued by the Authority constituted a violation 
of the normalization rules, the imposition of the penalty would be self-executing. The 
Company would be compelled to file its subsequent tax returns without claiming 
accelerated depreciation.” CNG Brief, pp. 8 and 9. However, the Authority also finds 
that the evidence and testimony presented in this proceeding is unconvincing in terms 
of the creation of a normalization violation. The Authority concludes that the only 
means to a definitive answer on this issue is to go to the source, the IRS. The Authority 
hereby orders the Company to seek a private letter ruling with regards to the specific 
question of after extinguishment of an ADIT balance, whether or not a PUC directive to 
institute a ratemaking mechanism to reflect a credit to ratepayers of ADIT benefits lost 
through a 338(h)(10) election would constitute a normalization violation. The Company 
shall file its proposed draft PLR to the PURA, for approval, no later than March 14, 
2014. 

For the current proceeding, the Company is allowed to reflect the extinguishment 
of ADITS associated with the change of control. However, the Company shall, until 
further notice from the Authority, track the revenue requirements associated with the 
credit ADIT balance of $60,272,000 as average rate base for 2014. In the event of a 
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ruling from the IRS stating that imposing a ratemaking mechanis/??%b&?&'fiot create a 
normalization violation, the Authority will use this calculation as the basis for a 
correction of rates. 

The Company stated that the cost of requesting the PLR is approximately 
$70,000 and requests that it be permitted to establish a regulatory asset to defer the 
actual expense associated with the PLR. CNG Written Exceptions, p. 9. 

The Authority denies this request as the Company itself chose to conduct the 
change of control by means of a 338(h)(10) election, which has led to the need for a 
PLR. This decision lies directly with UIL Management and therefore shall not be 
charged to ratepayers. 

6. Table I 

Table I details the Company's pro forma amounts, the Authority's adjustments 
and the final amounts as adjusted by the PURA. In addition to the adjustments 
described above, the Authority has also adjusted rate base for accumulated 
depreciation (-$I .96 million) and deferred taxes ($800,000) resulting from an adjustment 
to depreciation expense (see Section ll.C.6. Deweciation). Also adjusted is capitalized 
payroll ($92,500) and payroll taxes ($7,000) resulting from adjustments to payroll and 
payroll tax expenses (see Section II.C.l Pavroll. Finally, an adjustment to deferrals in 
rate base resulting from an adjustment to the amortization to deferrals ($55,000) 
resulting in an adjustment to amortization of deferrals (see Section 1I.C. 12. Amortization 
of Deferrals). 
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STATE OF CONNECTICUT 
PUBLIC UTILITIES REGULATORY AUTHORITY 

JOINT APPLICATION OF IBERDROLA, S.A., 
IBERDROLA USA, INC., IBERDROLA USA 
NETWORKS, INC., GREEN MERGER SUB, INC. 
AND UIL HOLDINGS CORPORATION FOR 
APPROVAL OF A CHANGE OF CONTROL 

Docket No. 15-07-38 

September 18,2015 

SETTLEMENT AGREEMENT 

WHEREAS, this Settlement Agreement is entered into by and between Iberdrola USA 
Networks, Inc. (“Networks”), Iberdrola USA, Inc. (“IUSA”), Iberdrola, S.A. (“Iberdrola” and 
collectively with Networks and IUSA, the “IUSA Affiliates”), Green Merger Sub, Inc. (“Merger 
Sub”) and UIL Holdings Corporation (“UIL” and collectively with the IUSA Affiliates and 
Merger Sub, the “Applicants”) and Elin Swanson Katz, Consumer Counsel, on behalf of the 
State of Connecticut, Office of Consumer Counsel (“OCC” and collectively with the Applicants 
the “Settling Parties”), in connection with the application filed by the Applicants on July 3 1 , 
2015 (“Application”) for approval of a transaction that, if approved, would result in a change in 
control of UIL (“Proposed Transaction”) pending before the Public Utilities Regulatory 
Authority (“Authority”) in the above-referenced docket; 

WHEREAS, the Applicants filed their Application for approval of the Proposed 
Transaction with the Authority, and the Settling Parties subsequently have engaged in discovery, 
hearings and negotiations concerning the Application, the Proposed Transaction and the matters 
addressed in this Settlement Agreement; 

WHEREAS, the Settling Parties have discussed various matters related to the Application 
and Proposed Transaction, and wish to resolve those issues on mutually agreeable terms, and 
without establishing any precedent or principles applicable to any other proceedings; and 

WHEREAS, it is the policy of the Authority, consistent with Conn. Gen. Stat. fj 16-19jjY 
to encourage the use of settlements to resolve contested cases and proceedings. 

NOW THEREFORE, in consideration of the exchange of promises and covenants herein 
contained, the legal sufficiency of which is hereby acknowledged, the Settling Parties agree, 
subject to approval by the Authority, as follows: 



Attachment RCS-9 
Docket Nos. W-01732A-15-01318~ 

Page 2 of 14 
W-0 1303A- 15-013 1 

AUTHORITY APPROVAL 

1. Merger Approval - The Settling Parties agree that the Proposed Transaction, as 
supplemented, modified or superseded by this Settlement Agreement, is consistent with 
Connecticut law and the public interest and should be approved by the Authority without 
additional conditions. This Settlement Agreement is contingent upon the Authority’s 
approval of this Settlement Agreement. 

MERGER-RELATED DZRECT ECONOMIC BENEFITS 

2. Customer Rate Credits - The Applicants will provide $20 million in customer rate 
credits in the aggregate to customers of The United Illuminating Company (“UI”), 
Connecticut Natural Gas Corporation (“CNG”) and The Southern Connecticut Gas 
Company (“SCG’ and collectively with CNG and UI, the “UIL Utilities”) in the first year 
following the closing. 

a. OCC recommends the following approach for allocating the $20 million among 
the three UIL Utilities: A one-time, $20 million rate credit to customers will be 
allocated to UI, SCG and CNG based on the total number of retail customers at 
each utility in proportion to the total number of retail customers of the three UIL 
Utilities. Each Company’s rate credit will be allocated to firm retail customer 
classes (k, residential, commercial and industrial) based upon their proportional 
share of the monthly customer charges, and will appear on the bill as a uniform 
dollar amount credit for each separate customer class as a separate line item, 

. along with an explanatory bill message. All customers within a retail customer 
class shall receive the same rate credit dollar amount. The rate credits will be 
applied to billing cycles in or before the third fbll billing month following the 
closing of the Proposed Transaction. 

3. Additional Ratepayer Benefits for CNG Customers - The Applicants will provide 
$12.5 million in rate credits to customers of CNG over the ten-year period of 2018-2027 
($1.25 million per year). 

4. Additional Ratepayer Benefits for SCG Customers - The Applicants will provide the 
following benefits to customers of SCG: 

a. $1.6 million in ratepayer savings associated with doubling SCG’s bare steeYcast 
iron main replacement (fi-om $1 1 million per year to $22 million per year) over a 
three-year period without seeking recovery until the next SCG rate case. 

b. $7.5 million in rate credits over the ten-year period of 2018-2027 ($0.75 million 
per year). 

5.  Base Rate Freezes - The Applicants commit to distribution base rate fieezes for the UIL 
Utilities, which will result in significant customer savings. Specifically: 
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a. UI’s current distribution base rates will remain with no new distribution base rates 
in effect before at least January 1,2017; and 

b. CNG’s and SCG’s respective current distribution base rates will remain with no 
new distribution base rates in effect before at least January 1, 2018. 

6. Clean Energy Fund - The Applicants will provide $2 million per year for a three-year 
period following closing to the State of Connecticut Department of Energy and 
Environmental Protection (“DEEP”) to be used to stimulate public and private investment 
in energy efficiency, renewable generation, storage, alternative transportation, electric 
vehicles and other clean technologies. 

7. Storm Resiliency - Within 6 months after closing, UI will submit a multi-year plan and 
cost recovery mechanism to the Authority for spending on additional distribution system 
resiliency. The program will be subject to the Authority’s review and approval. Subject 
to such approval, UI commits that all investment will be made in a timeframe approved 
by the Authority. UI will commit to seeking the following rate treatment for the first $50 
million in such spending: UI will be allowed to recover the revenue requirements 
associated with the investment through the system benefits charge, federal mandated 
congestion charge or similar mechanism, but for the period of two years following 
completion of the investment, for the equity portion of the investment, UI will not 
recover the difference between (a) the cost of equity and (b) the cost of debt, which will 
result in an estimated UI customer benefit of $5 million. 

8. Customer Disaster Relief - The Applicants commit to provide $1 million for disaster 
relief needs for Connecticut residents through entities such as the Connecticut 
Coordinated Assistance and Recovery Endowment (CT CAFE). 

9. Charitable Contributions - UIL and the UIL Utilities will maintain their current 
charitable giving and corporate philanthropy programs for at least four years (based upon 
historical annual contribution levels of between $500,000 to $800,000). 

10. Hirings - During the three years following closing, the Applicants commit to hire 150 
people in the State of Connecticut (to the extent such people are hired as contractors, such 
contracts will be multi-year). 

1 1. English Station - UI has signed a Proposed Partial Consent Order (“Consent Order”) 
that, when approved by the Commissioner of DEEP and subject to the closing of the 
Proposed Transaction and other terms and conditions in the Consent Order, requires UI to 
investigate and remediate certain environmental conditions within the perimeter of the 
English Station site. To the extent that the investigation and remediation is less than $30 
million, UI will remit to the State of Connecticut the difference between such costs and 
$30 million for a public purpose as determined in the discretion of the Governor, the AG, 
and the Commissioner of DEEP. The remediation will benefit the City of New Haven, 
and will further the State’s broader goals of revitalizing contaminated sites. Accordingly, 
this would provide a public interest benefit estimated at $30 million. 

3 
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12. Litigation - 

a. OCC will withdraw its appeal of Docket No. 13-06-08 upon the expiration of the 
time period for appeal of the order approving the settlement agreement if no 
appeal has been taken, or such earlier date as all docket participants agree that no 
appeal will be taken. The Authority will issue a supplemental decision in Docket 
No. 13-06-08 to remove the requirement that CNG file a private letter ruling 
request by CNG with the Internal Revenue Service as all issues have been 
resolved. 

b. UI will withdraw its appeals of Docket Nos. 99-03-35RJ320 and 14-02-01 upon 
the expiration of the time period for appeal of the order approving the settlement 
agreement if no appeal has been taken, or such earlier date as all docket 
participants agree that no appeal will be taken. 

c. The Authority’s approval of this Settlement Agreement shall resolve all issues 
related to the transaction approved by the Authority in Docket No. 10-07-09. 

CUSTOMER SERVICE QUALITY BENEFITS 

13. Customer Service Quality - The UIL Utilities will improve the following customer 
service metrics by 5% by the end of the third calendar year following closing: (a) 
average answering times; (b) % abandoned calls; and (c) % appointments met. In the 
event that such commitments are not met, the Authority will hold a regulatory proceeding 
-and determine any penalties to be imposed. 

14. Safety and Reliability Quality - The Applicants will maintain the high level of safety 
and reliability (determined as the average of the four preceding calendar years) as 
measured by SAID1 and SAIFI for UI and by gas leak response and third party damage 
for SCG and CNG. In the event that such commitments are not met, the Authority will 
hold a regulatory proceeding and determine any penalties to be imposed. 

MAINTAINING LOCAL MANAGEMENT 

15. Local Management - 

a. There will be no changes to the day-to-day management and operation of the UIL 
Utilities as a result of the Proposed Transaction. 

b. The UIL Utilities will retain their current authority and decision-making. 

c. There will be no reductions to any of the Grants of Authority currently in effect 
for UIL and the UIL Utilities. 

4 



Attachment RCS-9 
Docket Nos. W-01732A-15-0131& 

Page 5 of 14 
W-01303A-15-0131 

d. A new management position will be created, the President of Connecticut 
Operations, who will come fiom the existing management team of UIL or the UIL 
Utilities. 

e. The President of Connecticut Operations will be headquartered in Connecticut, 
along with people involved in the management of UIL and the UIL Utilities 
(regardless of the entity at which they will ultimately be employed). 

f There will be no involuntary terminations, except for cause or performance, in the 
State of Connecticut for at least three years after closing. 

g. A Connecticut resident will be named to the Networks board of directors. This 
person will be an independent (i.e., non-management) director. 

h. The Applicants will support a management audit of any of the UIL Utilities 
following closing of the Proposed Transaction and note that any such audits may 
be most useful if initiated following the integration of the UIL Utilities, or shortly 
before the end of the second year following closing of the Proposed Transaction. 

1. The Applicants commit to include the service territories of the UIL Utilities in the 
group of locations where meetings of IUSA’s and Networks’ boards of directors 
and management are held. 

J. The Applicants commit that the interests of UI and the State of Connecticut will 
be given substantial consideration in the ISO-NE stakeholder processes. Either 
the Applicants’ member or alternate on the NEPOOL Participants Committee will 
be from the State of Connecticut. 

k. IUSA intends to maintain its ownership of UIL and the UIL Utilities and is 
committed to the State of Connecticut. The Applicants have no plans to sell the 
UIL Utilities and acknowledge that any such sale in the future would require 
approval by the Authority. 

RING-FENCING MEASURES AND 
ADDITIONAL LOCAL MANAGEMENT COMMITMENTS 

16. Special Purpose Entity - Following the consummation of the Proposed Transaction, the 
Applicants will create a tax neutral special purpose entity (“SPE”) that is a direct, wholly- 
owned subsidiary of Networks. The SPE will have four directors appointed by IUSA. 
One of the four SPE directors will be an independent director, who will be an employee 
of an administration company in the business of protecting SPES, and must meet the other 
independence criteria set forth in the SPE governing documents. One other director will 
be appointed fkom among the officers or employees of UIL or a UIL subsidiary. The 
other two SPE directors may be officers or employees of IUSA or its affiliates, including 
UIL and its subsidiaries. The SPE will directly own 100% of the ownership interests in 
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17. 

18. 

19. 

20. 

21. 

22. 

23. 

UIL and function as the intermediate holding company separating UIL and its 
subsidiaries, including the UIL Utilities, ffom the IUSA Affiliates. The SPE will operate 
so as to provide protection to UIL and the UIL Utilities from bankruptcy proceedings of 
the IUSA Affiliates. The SPE will have no other operational functions, and none of the 
cost of establishing, operating or modifying the SPE will be recovered fiom the UIL 
Utilities ’ customers. 

Separate Corporate Existence - At all times, the SPE will maintain its separate 
existence as a separate corporate subsidiary of Networks, UIL will maintain its separate 
existence as a separate corporate subsidiary of the SPE, and each of the UIL Utilities will 
maintain their separate existences as separate corporate subsidiaries of UIL with their 
separate utility ffanchises, obligations and privileges. At all times, each of UIL and the 
UIL Utilities will hold themselves out as an entity separate ffom its affiliates, will 
conduct business in its own name through its duly authorized directors and officers, 
comply with all organizational formalities to maintain its separate existence and shall use 
commercially reasonable efforts to correct any known misunderstanding regarding its 
separate identity. 

Separate Books and Records; Authority Access to Books and Records - UIL, the UIL 
Utilities and the SPE will each maintain separate books, records, bank accounts and 
financial statements reflecting its separate assets and liabilities. Upon request, the 
Applicants agree to provide the Authority and its Staff and OCC access in the State of 
Connecticut to UIL’s and the UIL Utilities’ original books and records as maintained in 
the ordinary course of business within twenty working days after such request. 

No Cross-Default - None of the UIL Utilities will include a condition in their debt 
agreements that would cause a default as a result of the default of an affiliate’s debt, other 
than the existing limited provisions (or similar successor provisions) as required by 
bondholders related to ERISA compliance. 

Arm’s-Length Relationships - UIL, the UIL Utilities and the SPE will maintain arm’s- 
length relationships with each of their affiliates and observe all necessary, appropriate, 
and customary company formalities in their dealings with their affiliates. 

No Commingling of Funds - The SPE will not commingle its funds or other assets with 
the funds or other assets of any other entity and shall not maintain any funds or other 
assets in such a manner that it will be costly or difficult to segregate, ascertain or identify 
its individual funds or other assets fiom those of its owners or any other person. 

Separate Debt/Preferred Stock - Each of the UIL Utilities will maintain separate debt, 
and, for CNG, separate preferred stock, so that none will be responsible for the debts or 
preferred stock of affiliated companies. 

No Assumption of Debt -With respect to any acquisition by any affiliated companies, 
none of UIL or the UIL Utilities will incur or assume any debt, including the provision of 
guarantees, pledges or collateral support. UIL and its operating utilities will not incur or 
assume any debt, including the provision of guarantees or collateral support, related to 
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24. 

25. 

26. 

27. 

28. 

29. 

this merger or any future IUSA or Iberdrola acquisition. The SPE will not incur or 
assume any debt, including the provision of guarantees, pledges or collateral support, 
unless otherwise approved by the Authority. 

Money Pools - The UIL Utilities may only participate in money pools where the other 
participants in such money pools are other regulated utility affiliates in the United States 
unless otherwise authorized by the Authority. Notwithstanding the foregoing, UIL may 
participate in such money pool as a lender but not as a borrower. 

Registration with Credit Rating Agencies - Each of IUSA and the UIL Utilities shall 
register with at least two out of the three major nationally and internationally recognized 
bond rating agencies, such as Standard & Poor’s, Moody’s Investor Service, and Fitch 
Ratings, and intend to maintain at least an investment grade credit rating. 

Rating Agency Presentations - Copies of all presentations made to credit rating 
agencies by IUSA or any of its affiliates that relate to UIL or the UIL Utilities must be 
provided, within ten business days of the presentation, to the Authority’s Staff and OCC 
on a continuing basis, subject to appropriate confidentiality protections including a 
protective order. 

Internal Corporate Reorganization - IUSA shall not engage in an internal corporate 
reorganization relating to UIL, the UIL Utilities or the SPE for which the Authority’s 
approval is not required without 90 days prior written notification to the Authority. Such 
notification shall include: (a) an opinion of reputable bankruptcy counsel that the 
reorganization does not impact the effectiveness of UIL’s existing ring-fencing; or (b) a 
letter fiom reputable bankruptcy counsel describing what changes to the ring-fencing 
would be required to ensure UIL is at least as effectively ring-fenced following the 
reorganization and a letter fiom IUSA committing to obtain a new non-consolidation 
option before the reorganization and to take any hrther steps necessary to obtain such an 
opinion. None of IUSA or its affiliates will object if the Authority elects to open an 
investigation into the matter if the Authority deems it appropriate. Notwithstanding the 
above language in this Paragraph, the Applicants shall not alter the ring-fencing plan 
described in these ring- fencing requirements without first obtaining approval in a written 
order fiom the Authority. 

GAAP - The SPE and UIL will comply with U.S. generally accepted accounting 
principles (“GAAP”) in all material respects (subject, in the case of unaudited financial 
statements, to the absence of footnotes and to normal year-end audit adjustments) in all 
financial statements and reports required of it and issue such financial statements and 
reports separately from any financial statements or reports prepared for its affiliates; 
provided, however, that such financial statements or reports may be consolidated with 
those of its affiliates if the separate existence of UIL and its assets and liabilities are 
clearly noted therein. 

Independent Board Members - Networks will have a board of directors consisting of 
seven or more people. At least three of the members of the Networks board must be 
independent (as defined by New York Stock Exchange rules). At least one of the 
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independent directors will be a Connecticut resident. UIL’s seven-member Board of 
Directors will include one director fi-om the electric utility in Connecticut and one 
director from one of the gas utilities in Connecticut. The UIL Board of Directors will 
select the Board of Directors of the three regulated operating utilities, and those boards 
will choose the officers of each operating company. 

30. Golden Share - 

a. The SPE will issue a non-economic interest (a “Golden Share”) in the SPE to an 
administration company in the business of protecting special purpose entities and 
separate fi-om the administration company retained to provide the person to serve 
as the independent director for the SPE. The holder of the SPE’s Golden Share 
will have the right to vote on matters specified in the SPE governing documents, 
as described in this Paragraph. 

b. A voluntary petition for bankruptcy by the SPE will require the affirmative 
consent of the holder of the Golden Share as well as the affirmative vote of the 
SPE’s board of directors, including the vote of the independent director on the 
SPE’s board of directors. A voluntary petition for bankruptcy by UIL will require 
the affrmative consent of the holder of the Golden Share, the unanimous vote of 
the SPE’s board of directors (including the independent director), and the 
unanimous vote of UIL’s board of directors. A voluntary petition for bankruptcy 
for any of UIL’s subsidiaries will require the unanimous vote of the UIL board of 
directors and the unanimous vote of the board of directors of the relevant UIL 
subsidiary. 

c. Any amendment to the organizational documents of the SPE that would remove 
or alter the voting or other ring-fencing requirements set forth in this document 
will require the affirmative vote of the SPE’s board of directors and the 
affirmative consent of the holder of the Golden Share. 

3 1. Non-consolidation Opinion - IUSA will obtain a legal opinion in customary form and 
substance, to the effect that, as a result of the ring-fencing measures it has implemented 
for UIL and its subsidiaries, a bankruptcy court would not consolidate the assets and 
liabilities of the SPE with those of IUSA, in the event of an IUSA bankruptcy, or the 
assets and liabilities of UIL or its subsidiaries with those of either the SPE or IUSA, in 
the event of a bankruptcy of the SPE or IUSA. In the event that such opinion cannot be 
obtained, IUSA will promptly implement such measures as are required to obtain such 
opinion. 

32. SPE and Non-consolidation Opinion Costs - None of the cost of establishing, 
operating, or modifying the SPE will be borne by UIL or the UIL Utilities or the 
customers of the UIL Utilities. The cost of obtaining the opinion of legal counsel referred 
to in Paragraph 31 (or any hture opinion) will not be borne by UIL or the customers of 
the UIL Utilities. 
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Minimum Common Equity Ratio - Each of the UIL Utilities is permitted to pay 
dividends in any year up to an amount equal to the sum of (i) income available for 
common dividends generated in that year; (ii) the cumulative amount of retained earnings 
accrued in prior years starting with the closing date of this Proposed Transaction; and (iii) 
that portion of paid-in capital that was recorded on their respective books as 
unappropriated retained earnings, unappropriated undistributed earnings, and 
accumulated other comprehensive income immediately prior to the closing date of the 
Proposed Transaction, to the extent that those earnings have not already been paid out as 
dividends in years following the closing date of the Proposed Transaction; however, no 
dividends may be paid by a UIL Utility if payment would result in that UIL Utility being 
unable to maintain a minimum common equity percentage in its capital structure that is 
no lower than 300 basis points (3%) below the equity percentage used to set rates in the 
UIL Utility’s most recent distribution rate proceeding(measured using a trailing 13-month 
average calculated as of the most recent quarter end), exclusive of goodwill. In addition 
to the aforesaid 300 basis point limitation, for the first six months after the closing date of 
the Proposed Transaction, a UIL Utility is precluded fiom paying dividends in excess of 
$10 million that is funded fiom paid-in capital. Isolated events, such as mandated 
changes in accounting, that temporarily affect equity will be reported to the Authority and 
excluded iiom the common equity ratio calculation. This minimum equity ratio 
requirement will not have any impact on the Authority’s right to establish equity ratios 
used for ratemaking purposes in future rate cases, and all parties as well as the 
Authority’s Staff shall retain all rights to take positions, submit evidence and make 
arguments in those future rate cases about the appropriate equity levels for ratemaking 
purposes. 

34. Limitations on Dividends - 

a. No UIL Utility shall make any distribution to its parent if the UIL Utility’s 
corporate issuer or senior unsecured credit rating, or its equivalent, is rated by any 
of the three major credit rating agencies below investment grade. 

b. No UIL Utility shall issue any dividend to its parent if such UIL Utility’s 
corporate issuer or senior unsecured credit rating, or its equivalent, falls to the 
lowest investment grade rating and there is a negative watch or review downgrade 
notice for the company as determined by two of the three major credit rating 
agencies or, alternatively, if such credit rating falls below investment grade 
without such notice (“Ratings Event”). The UIL Utilities retain the right to 
petition the Authority for the ability to issue a dividend if such a Ratings Event 
occurs. This restriction will end when the Ratings Event ends, such that the 
relevant credit rating is restored, the negative watch or review notice is removed 
with no negative action taken, or the Authority or its designee specifically 
approves the payment of dividends or transfer of items of value. 

c. Each UIL Utility shall file with the Authority an officer’s certificate twice a year 
certifying that for that six-month period, each payment of a dividend, the 
calculations that it used to determine the equity level at the time the board of 
directors considered payment of the dividend and the calculations to demonstrate 
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that the common equity ratio immediately after the dividend payment did not fall 
below the Minimum Common Equity Ratio defined in Paragraph 33 above, as 
equity levels are calculated under the ratemaking precedents of the Authority. 
The calculations used by each UIL Utility will also be filed with the officer’s 
certificate. 

35. Ratings Event - If a Ratings Event described in Paragraph 34 occurs with respect to a 
UIL Utility: 

a. The company affected by that Ratings Event may not transfer, lease, or lend any 
moneys, assets, rights, or other items of value to any affiliate without first 
obtaining the Authority’s approval. These provisions exclude payments for 
goods, services, and assets related to reasonable commitments made 180 days or 
more before the Ratings Event, routine transactions required in the regular course 
of business pursuant to contracts or other arrangements in existence 180 days or 
more before the Ratings Event, corporate taxes, and payments, if not accelerated, 
of principal or interest on loans. 

b. The UIL Utility affected by that Ratings Event must file a plan with the Authority 
within 60 days explaining the actions that are planned to address and rectify the 
situation. 

36. UIL Senior Management - UIL senior management will continue to establish priorities 
and respond to local conditions as it does today. UIL will continue to have the authority 
and responsibility to provide input into the development of the UIL Utilities’ capital and 
operating and maintenance expense budgets and implement the approved budgets. While 
the UIL Utilities’ budgets will be reviewed by Networks, they must also be approved by 
the UIL board of directors. 

37. Access to Senior Management - As a member of the IUSA management team, UIL will 
meet with the IUSA CEO at least monthly and have direct and frequent access to him and 
other members of IUSA’s senior management team. 

38. Connecticut Operations - The UIL Utilities will continue to operate within the State of 
Connecticut as public utilities subject to the continuing jurisdiction of the Authority 
pursuant to the State of Connecticut’s applicable statutes regulating public utilities, and 
without any reduction in the Authority’s existing oversight or authority over the UIL 
Utilities. 

39. Corporate Governance Principles and Delegation of Authority - The authority and 
responsibility delegated to local management will be clearly delineated in formal, written 
documents including a statement of Corporate Governance Principles and a Delegation of 
Authority (“DOA”). The DOA will demarcate, among other things, levels of expenditures 
and defined categories of decisions that can be authorized solely by the management of 
UIL and its regulated operating utilities with utility Board of Directors’ approval. UIL’s 
existing Grants of Authority document satisfies this DOA commitment. The references 
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to the “Board” in UIL’s Grants of Authority mean UIL’s Board of Directors. After 
closing, UIL’s Board of Directors will ratify the existing Grants of Authority. 

Board and Shareholder Meetings - IUSA’s Board of Directors will include the U L 
Utilities’ service territories among the regular locations of IUSA’s board and sharehok 
meetings. 

Management Meetings - IUSA and Networks will include the UIL Utilities’ service 
territories among the locations of their regular periodic management meetings. 

ler 

Delegations of Authority - Delegations of authority will be established setting forth the 
authorizations of officers of UIL and its utility subsidiaries to act on behalf of UIL and its 
utility subsidiaries without further authorization fi-om Networks or IUSA. The proposed 
delegations of authority for UIL and its utility subsidiaries will be set forth in that 
document. The delegations of authority for the regulated subsidiaries adopted by UIL will 
not be amended to reduce authorization levels of the regulated subsidiaries officers 
without prior notice to the Authority. 

SPE’s Title to Real and Personal Property - The SPE shall ensure that title to all real 
and personal property acquired by it is acquired, held and conveyed in its name. 

Timing, Implementation and Review - The Applicants agree to implement the 
commitments set out above within 180 days of the consummation of the Proposed 
Transaction and will not modi@ or terminate any such commitments without first 
obtaining the Authority’s approval. Ten years after the closing of the Merger, the 
Applicants shall have the right to review the provisions contained in this document, and 
to make a filing with the Authority requesting authority to modify or terminate those 
provisions. Notwithstanding such right, Applicants agree not to proceed with any such 
modification or termination without first obtaining the Authority’s approval in a written 
order. The Applicants recognize that the Authority at any time may initiate its own 
review or investigation regarding ring-fencing measures (or upon petition by any party) 
and order modifications that it deems to be appropriate, in the public interest and in the 
best interest of the UIL Utilities’ customers. 

Annual Compliance Report - UIL will file with the Authority an annual compliance 
report with respect to the ring-fencing and other requirements certified by an executive 
thereof under penalty of perjury. 

Officer’s Certificate - At the time the SPE is formed and every year thereafter, UIL 
shall provide the Authority with a certificate fi-om an officer of IUSA certifying that: (a) 
IUSA shall maintain the requisite legal separateness in the corporate reorganization 
structure; (b) the organization structure serves important business purposes for IUSA; and 
(c) UIL and its regulated subsidiaries will be kept separate to avoid substantive 
consolidation of UIL or its regulated subsidiaries with Networks or IUSA. 

Tracking Mechanisms - UIL and the UIL Utilities will create internal tracking 
mechanisms to ensure compliance with these ring-fencing requirements and file with the 
Authority an annual compliance report with respect to such ring-fencing requirements. 
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48. 

49. 

50. 

51. 

52. 

53. 

54. 

AUTHORITY APPROVAL AND OTHER CONDITIONS 

Settlement Approval - The Settling Parties assert that, if the Authority does not approve 
this Settlement Agreement in its entirety this filing shall be deemed to be withdrawn and 
shall not constitute a part of the record in any proceeding or used for any other purpose. 
If the Authority does not so approve this Settlement Agreement, the Settling Parties 
reserve their respective rights to pursue approval of the Application and/or their 
respective positions thereon as if this Settlement Agreement never existed. 

The provisions of this Settlement Agreement are not severable. This Settlement 
Agreement is conditioned on its full approval by the Authority without additional 
conditions or requirements. 

If, for any reason, the Proposed Transaction is not consummated, the terms of this 
Settlement Agreement shall be null and void and no longer apply even if already 
approved by the Authority subject to the terms set forth herein. 

This Settlement Agreement shall not be deemed in any respect to constitute an admission 
by any party that any allegation or contention in this proceeding is true or false. Except 
as specified in this Settlement Agreement to accomplish the customer benefit intended by 
this Settlement Agreement, the entry of an order by the Authority approving the 
Settlement Agreement shall not in any respect constitute a determination by the Authority 
as to the merits of any other issue raised in this proceeding. 

The making of this Settlement Agreement establishes no principles and shall not be 
deemed to foreclose any party fiom making any contention in any proceeding or 
investigation, except as to those issues and proceedings that are resolved and terminated 
by approval of this Settlement Agreement. 

This Settlement Agreement is the product of settlement negotiations. The Settling Parties 
agree that the content of those negotiations (including any workpapers or documents 
produced in connection with the negotiations) are confidential, that all offers of 
settlement are without prejudice to the position of any party or participant presenting 
such offer or participating in such discussion, and, except to enforce rights related to this 
Settlement Agreement, comply with the Connecticut Freedom of Information Act or 
defend against claims made under this Settlement Agreement, that they will not use the 
content of those negotiations in any manner in these or other proceedings involving one 
or more of the parties to this Settlement Agreement, or otherwise. 

Any number of counterparts of this Settlement Agreement may be executed, and each 
shall have the same force and effect as an original instrument, as if all the parties to all 
the counterparts had signed the same instrument. 
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The signatures listed below represent that they are authorized on bchalf of their principals 
to enter into this Settlement Agreement. 

OFFICE OF CONSUMER COUNSEL IBERDROLA, S.A. 
IBERDROLA USA, INC. 
IBERDROLA USA NETWORKS, INC. 
GREEN MERGER SUB, INC. 

By: By: 
David L. Schwartz 

Consumer Counsel 
Office of Consumer Counsel 
Ten Franklin Square 
New Britain, CT 0605 1 

Latham & Watkins LLP 
555 1 lth Street NW, Suite 1000 
Washington, DC 20004 

Counsel for Iberdrola, S. A., Iberdrola 
USA, Inc., Iberdrola USA Networks, Inc. 
and Green Merger Sub, Inc. 

UIL HOLDINGS CORPORATION 

By: 
Linda L. Randell 
Senior Vice President and 
General Counsel 
UU, Holdings Corporation 
157 Church Street 
New Haven, CT 065 10 

Date: September 18,20 15 

13 
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The signatures listed below represent that they rn authorized on behalf of their principals 
to enter into this Settlement Agreement. 

OFFICE OF CONSUMER COUNSEL 

By: 
Elin Swanson Katz 
Consumer Counsel 
Office of Consumer counsel 
Ten Franklin Square 
New Britain, CT 00051 

IBERDROLA, S.A. 
IBERDROLA USA, INC. 
IBERDROU USA NETWORKS, INC. 

By: 
David L. Schwartz 
Latham & watkins LLP 
555 1 Ith Street NW, Suite lo00 
Washington, DC 20004 

Counsel for Ilwrdrolu, SA., Iberdrola 
USA, h c b  Iberdrola USA Networks, Inc. 
and Green Merger Subb Inc. 

UIL HOLDINGS CORPORATION 

By: 
Linda L. Randell 
Senior Vice President and 
Oeneral Counsel 
UIL Holdings Corporation 
157 Church Street 
New Haven, CT 065 10 

Date: !hpternber 18,201 5 
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STATE OF C ONNECTICa$:%-15-0131 
PUBLIC UTILITIES REGULATORY AUTHORITY 

May 9,2014 
In reply, please refer to: 
Docket No. 13-06-08 
Order No. 17 

Michael Coretto 
Connecticut Natural Gas Corp. 
157 Church Street 
PO Box 1564 
New Haven, CT 06506 

Re: Docket No. 13-06-08 - Application of Connecticut Natural Gas Corporation for a 
Rate Increase 

Dear Mr. Coretto: 

The Public Utilities Regulatory Authority (Authority) received the Connecticut 
Natural Gas Company’s (CNG or Company) March 14, 2014 Compliance Filing for 
Order No. 17 of the January 22, 2014 Decision in this proceeding (Decision). 

Order No. 17 requires that the Company “seek a private letter ruling with regards 
to the specific question of, after extinguishment of an ADIT balance, whether or not a 
PUC directive to institute a ratemaking mechanism to reflect a credit to ratepayers of 
ADIT benefits lost through a 338(h)(10) election would constitute a normalization 
violation. The Company shall file proposed draft PLR to the PURA, for approval, no 
later than March 14, 2014.” Order No. 17 relates to discussion of the Accumulated 
Deferred Income Tax (ADIT) in Section ll.B.5 of the Decision. See, Decision, pp. 9-19. 
The Authority concluded that additional information, in the form of guidance from the 
United States Internal Revenue Service (IRS), was needed to make a final 
determination on this issue. To that end, the Authority determined that the appropriate 
course of action was to direct CNG to seek a Private Letter Ruling from the IRS. Order 
17 directs CNG to file with the Authority for its review and approval a proposed request 
for a Private Letter Ruling from the IRS. 

The Authority has reviewed and revised the IRS Private Letter Ruling request 
proposed by CNG. The Authority’s revisions to the letter accomplish several key 
objectives. The revisions are aimed at making the request for a ruling even-handed, 
neutral, fair, open and transparent on the applicability of the Depreciation Normalization 
rules contained in 26 U.S. Code $ 168(i)(9) and Treas. Reg. $1 .I 67(1)-1, to the ADIT 
issue raised in this proceeding. The Authority insists that the letter sent to the IRS 

10 Franklin Square, New Britain, CT 06051 
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provide a clear and concise statement of the issue without any advocacy by CNG for its 
particular position. 

After the Authority reviews comments, the Authority will issue a letter ruling on 
the Company’s Order No. 17 Compliance filing. 

CNG’s proposed letter was more of a CNG advocacy piece containing its legal 
theory for why the IRS should find a normalization violation. The CNG proposed letter 
also unfairly provided that CNG’s expert witness on this issue in Docket No. 13-06-08, 
was also representing CNG, before the IRS. 

The Authority’s revision to the Company’s letter removes CNG’s language 
referencing the investment tax credit normalization rules and advocating for a finding of 
a normalization violation. The Authority’s revision to the Private Letter Ruling Request 
removes CNG’s expert witness from having a role in representing the Company before 
the IRS. The Authority is concerned with the ability of this tax attorney to present this 
issue before the IRS in an unbiased manner and requests the Company employ its in- 
house counsel before the IRS. The Authority questions CNG’s use of the same tax 
attorney both as an expert witness before the PURA advocating a particular position 
and as a representative for CNG before the IRS in this Private Letter Ruling process 
unless the intent is to persuade the IRS to rule consistently with the Company’s position 
presented in Docket No. 13-06-08. In the opinion of the Authority, the IRS should 
consider this issue from more than the perspective of CNG’s shareholders. 

The Authority has sought a Private Letter Ruling to assist the PURA in its 
decision making. The Private Letter Ruling request is not intended for CNG to control 
the Private Letter Ruling process. The PURA is requiring CNG, the taxpayer, to seek 
this ruling because the Authority requires IRS input on a tax accounting issue in order to 
make a full and final determination on the ADIT issue raised in Docket No. 13-06-08. 
Therefore, CNG is acting in its capacity as a regulated public service company under 
the oversight and direction of the PURA in seeking this Private Letter Ruling. If the IRS 
requires additional information or wishes to learn the positions of the affected entities, 
the PURA, CNG and the Office of Consumer Counsel (OCC), should be able to 
participate in the IRS process on an equal basis. To that end, the Authority’s revisions 
provide for greater transparency and equity to the PURA and the OCC by including 
them in the discussions between CNG and the IRS and by giving the PURA and the 
OCC the opportunity to participate in any conferences held by the IRS on this matter. 
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The Authority seeks comments on the attached version of IRS Private Letter 
Ruling request on the ADIT issue on or before May 19, 201 4 at 12 Noon. 

Sincerely, 

PUBLIC UTILITIES REGULATORY AUTHORITY 

Nicholas E. Neeley 
Acting Executive Secretary 

cc: Service List 
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